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The modern accountant reins the 
steeds of business, finance, production, 
distribution, policy... prepares the 
figures for tax filing and claims, wage 
arbitration, O.P.A. 


analysis, budgets, banker’s statements 


applications, cost 


... holds in hand a lot of lines. 
A management advisor, he spots 


danger signals, green or red lights the 


present, plans futures a ae bases all his 
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findings on facts, and has a fetish for 


freshness, since only current and new 
comprehensive data gives a sound basis 


for sound interpretations ! 


McBee are not accountants, butwith 
products and methods evolved in 40 
years of expericnce...aid the profession 
by making all vital facts available faster 


and in simple form. 


COMPANY 


SOLE MANUFACTURERS OF KEYSORT 
295 Madison Ave., New York 17, N.Y... Offices in principal catres 
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Netione! Feyroll Machines in the New York 
office of the United States Rubber Company. 
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ith its thousands of salaried employees spread 
hrough most of the States of the Union, the United 
States Rubber Company faced a complex payroll 
problem. After careful consideration a centralized 
system was set up in the New York office! using 
National payroll machines. 

For some time now, this unit has been writing 
ind distributing the thousands of United States 
Rubber Company’s weekly, semi-monthly, and 
lonthly salary checks. The National payroll 
machines not only make possible the speedy and 
efficient preparation and distribution of salary 
ecks, but also collect and record the necessary 
(ax figures. In addition, tax reports are prepared 
with these same machines. 

National payroll systems produce a payroll check 
vhich shows in printed figures the gross amount of 


pay, specific amount of each deduction, and net 
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The United States Rubber Company writes its 
nation-wide salary payroll on CHaukonals 


amount of check. They also produce a complete 
payroll summary and a detailed employees’ earning 
record with the same printed data showing cur- 
rently to date figures for tax purposes. On industrial 
payrolls, National machines can be used for distri- 
bution of labor costs by department and job. 
There is a National accounting machine for every 
plan of industrial payroll accounting — large or 
small —and for all types of accounting in other 
businesses as well. The National Cash Register 
Company, Dayton 9, Ohio. Offices in principal cities. 





CASH REGISTERS» ADDING MACHINES 
ACCOUNTING- BOOKKEEPING MACHINES 
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Federal Banking Law Reports 


FOR BANKS LARGE AND SMALL—Here is some- 
thing new, something needed, for everyone respon- 
sible for the management and direction of banking 
activities. Here is something, new indeed, but time 
tested, time proved in actuality. For Federal Bank- 
ing Law Reports has stability and experience behind 
it, stemming as it does from the original reporter in 
this highly-technical field, first published in 1914. 
Here is a swift, authoritative, and continuing repor- 
ter on the thousand-and-one federal laws control- 


ling banks and banking. 
SCOPE OF THE “ REPORTS’’—Spanning the whole 


work-a-day world of statutes, regulations, rulings, 
court and administrative decisions, returns, forms, 
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reports, instructions, concerning the important fed: 
eral regulation and control of banks and banking 
Pertinent full text provisions, forms, detailed explon 
ations, editorial comments and suggestions moke 
clear exactly what to do, and how and when and 
why to do it in handling every day banking puzzler 


under federal banking regulation. 


FAST REPORTING — Swift reporting of ne 
developments as they “break” is traditional wit 
the “Reports” — the editorial aim is “always fir 


with the latest”. 
Write for Complete Details 


COMMERCE CLEARING HOUSE; YC: 
PUBLISHERS OF TOPICAL LAW BEPORTS 
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The matter contained in this publication, unless otherwise stated, are the statements ond 
opinions of the authors of the articles, and are not cinliminbadia by the shinies 
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fy SAMUEL J. 


HAT are auditing standards? 
What is their relationship to the 
audit program? To whom do they ap- 
ply? What is all the fuss and bother 
about? These and similar questions 
have sometimes been asked but the real 
question goes much deeper. Why do 
have audits and why do we have 
auditors? So as an approach to the 
subject we might first of all deal with 
these basic questions. 
The primary function of the inde- 
pendent certified public accountant in 
our economic life is the part he plays 


in promoting the mutual confidence 
which is necessary in business relation- 


ships and transactions. The relation- 





SAMUEL J. Broap, C.P.A., was 
See of the American Institute 
Accountants in 1945, and has been 
} a member of the Society since 1922. 
Mr. Broad. who recei\ ed the degree 
of B.A. in Queens University, King- 
ston, Canada, also holds the degree 
| of Fellow Chartered Accountant 
from the Institute of Chartered Ac- 
countants of Alberta and is a mem- 
Domiunion 
Accountants. He is cer- 

fied in several states. He ha 
n several previous articles for the 
New York Certified Public Ac- 
countant. Th 
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ship may be that between management 
and stockholders, especially in publicly- 
held corporations. The transactions may 
be those between borrowers and lend- 
ers, or between purchasers and sellers 
of a business enterprise or of shares 
in it. The certified public accountant 
renders many services besides those of 
an auditor expressing his professional 
opinion regarding the financial state- 
ments for the benefit of his clients and 
interested third parties; but with the 
growth of business enterprises that 
seems to be his most important con- 
tribution. 

The value of this professional opin- 
ion lies chiefly in the accountant’s back- 
ground ; his reputation for integrity and 
independence; the knowledge, the skill, 
and the judgment which he brings to 
bear in his work; and finally, the con- 
fidence derived from an examination 
made in accordance with generally ac- 
cepted auditing standards. We are here 
concerned | supe with the last phase 
of this background. 

In ania a professional opinion, 
as in most other human activities in- 
volving others, “due care” reat be ex- 
ercised. The accountant must have rea- 
sonable grounds to support tl the opinion 
he holds and expresses. He might 
honestly believe a statement to be fairly 
presented but he is not justified in ex- 
pressing that opinion as a proiessional 

at 


accountant until it has been supported 
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by adequate evidence. This is recog- 
ized as being so important that an 


nize 
in Iment to cover it more specifically 
4 } » 1 
made a few years ago to the Rules 
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luntarily undertaken to follow. The 


ire not visionary or theoretical abstra 
tions set up to trip the unwary but very 
practical means of establishing public 
confidence. They are an important ad- 
junct, if not a primary part, of our pub- 
lic relations program, in that they in- 
clude a commitment to display profes- 
sional competence and professional dig- 
nitv. As a result they have given us a 
status which has a very real and prac 
tical value. 

Rule 5 (d) says in effect: When you 
see a report or opinion of a certified 
public accountant who is a member of 
the Society you are entitled to believe 
that he has made an adequate examina- 
tion. The rule recognizes that his role 
in promoting the mutual confidence 
which is necessary in business relation- 
ships and transactions would be a futile 
one unless those to whom his reports 
go can have confidence in the work he 
has done. We may or may not state 
specifically in our reports that our ex 
amination has been made in accordance 
with generally accepted auditing stand- 
ards; but our publication of a rule that 
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tion sets such standards of conduct as 
are necessary for their protection anc 
means of enforcing thos 
standards by examination or by the ex- 
ercise of other regulatory powers. I: 
general, the public is satisfied with the 


irkings of the banking system. 


provides 


Regulation is an unpopular wor 
Inuit some measure of regulation, or its 
equivalent, is necessary in all walks o: 
life in the complex civilization in whic! 
we live. Standards of behavior ar 
found in all spheres of business an 
social relationships. Whether they are 
enforced by moral code or by publ: 
opinion or whether they are imposed b: 
legislation depends upon the self- 
discipline of the people and the effec- 
tiveness of moral and professional code= 
and public opinion in enforcing ther 
without legislation. 
certain limits a case migh 
| ay for regulation of thos 
functions the certified public ac- 
countant which affect the public inte: 
est, similar to the regulation of banking 
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practices. I do not think that is likely 
to occur, however, provided the organ- 
zed accounting profession has the abil- 
ity and the willingness to see that the 
professional responsibilities of its mem- 
hers are recognized and discharged. 
That is the approach which, as a pro- 


scientious and public-spirited citizens, 
we strongly prefer. It is the approach 
which, if we make a serious attempt to 
accomplish it, will also be most effec- 
tive from the standpoint of the public 
interest. 

selieving, then, that self-regulation 
is,the preferable course from all stand- 
points let us proceed to the next step, 
which is to determine what is the proper 
‘eld for its application. 

We start with the fundamental re- 


quirement of due care or, in terms more 
particularly descriptive of the function 


auditing, with the requirement of 


reasonable evidence as the basis for the 
‘'elief or opinion expressed. From this 
point down to the determination of 


what the program_of examination is to 
l~ there is the process of complying 
with certain professional standards and 
{ exercising judgment so as to obtain 
-vidence of a quality, and quantity, suf- 
icient in relation to the conditions en- 

uuntered to satisfy a reasonably care- 
ful auditor as to the validity of the 
underlying information. 

We have laid great stress on the im- 
sortance of judgment in determining 
the scope of an audit. We must not lose 
~ght of the fact, however, that there 
.re some things which do not fall within 
the field of judgment but are more or 
less mandatory. The importance of 
judgment in devising audit procedures 

: meet required standards cannot be 
veremphasized but the existence of a 
standard is a fact in itsélf, and to be 
recognized as such, and not a matter of 
judgment. The approach to an audit 
program is both objective and subjec- 
tive—objective in the sense that it must 
‘be measured by standards which exist 
separate and apart from the judgment 
: the practitioner; and subjective in 
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the sense that the question whether the 
selected procedures meet the standards 
can be determined only by the exercise 
of judgment. 

The term “auditing standards” was 
used formally for the first time in con- 
nection with the development of rules 
of the Securities and Exchange Com- 
mission regarding accountants’ reports 
or “certificates”. From the start a dif- 
ferentiation was recognized between 
standards and procedures. In a state- 
ment issued in March, 1941, the Amer- 
ican Institute of Accountants Com- 
mittee on Auditing Procedure said: 

“A distinction was drawn by the 

Commission in its discussions with 
the Committee between auditing 
standards and auditing procedures. 
Auditing standards may be re- 
garded as the underlying prin- 
ciples of auditing which control the 
nature and extent of the evidence 
to be obtained by means of audit- 
ing procedures. In regard to inven- 
tory pricing, for example, audit- 
ing standards would require the 
auditor to satisfy himself by rea- 
sonable evidence and approved 
methods that the prices had been 
determined on a basis that was 
recognized as generally accepted in 
the circumstances. Procedures 
would embrace the details of his 
work, whether he satisfied himself 
by reference to cost records, pur- 
chase invoices, published quota- 
tions, subsequent selling prices, 
gross-profit test, retail method or 
any or all of these and other 
methods. The Committee believes 
this distinction between standards 
and procedures has not been drawn 
with sufficient clarity in accounting 
literature and should be empha- 
sized more than it is.” 


Evidence available to the auditor in 
forming his opinion regarding the 
financial statements comes from ex- 
ternal, or independent, sources and 
also from internal sources; it varies in 
its strength according to the indepen- 
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dence and di sinter restedness of the 


source from which it is obtained. Evi- 
lence from seer ve dent sources may 
be subdivided into the evidence which 

auditor obtains as a result of his 
own personal contact—with the inven- 
tories, the securities, the cash, the in- 


surance policies, lease contracts, and 


so forth ; and the evidence which he ob- 
tains from other persons outside the 
business, as in the case of the confirma- 

on ceivables, bank balances, loans, 


evidence is from independent 
and presumably disinterested sources 
and as such carries considerable 
While it is obtained independent) 
from the books, the examina- 
tion, nevert is still in large meas- 


etc. Such 


weight. 


auditors 


heless, 


ure dependent upon the books because 
there must be a correl: ition, or coordin- 
ation, between the books and the sup- 


porting data as further evidence 
owner ‘ship, pen _— etc. ‘or example, 
if a phvsical 1 shows substan- 
tially more hand than the 
hooks -show as having been purchased 
(after allowance for sales) it would not 
be sufficient to accept the inventory 
until the discrepancy had been traced 
ind the results coordinated. 


\nother important part of the evi- 
lence on which the auditor relies comes 
from internal sources and is related di- 
rectly to the books of accounts, and to 
the procedures or methods by means 
of which the entries appearing on the 
books have been Geveloped. The audi- 
tor must determine to what extent he 
is justilied in relying upon those en- 
tries and he tests the credibility of this 
evidence by two principal means: (1) 
by testing or ane the entries 
igainst the related documents, such as 
cancelled checks, purchase invoices, re- 
ceiving tickets, and the like, as a check 
on the regularity and ac- 
curacy; and (2) by reviewing, in con- 
junction with these tests and also per- 
haps as a separate matter, the methods 
by which the entries have been or are 
developed, the number of peo- 
in their preparation, and 


rentory 
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apparent 
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ple involved 
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the extent to which checks are 
thus provided and applied—in othe: 
hi of the effective- 


words, by his review 
ness of the system of internal check and 


cross 


“he audit program is thus a combi 
«cedures which provide evi- 
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expressing an opinion. in som 
cases, however, auditing practice o 
ustum dictates the type ot evidenc 


required. The auditor must 
securities or obtain confirmation frot 
the holders. He pee 
balances. He must contirm some of the 
eceivables thev are materia! 
it is practicable and reasonable t 
». Where inventories are relative! 
he must “wherever practic- 
ible and reasonable, be present, eithe 
in person or by his representative at 
the inventory-taking suitabl 
observation and inquiry satisfy himsel 
as to the effectiveness of the 
of inventory taki ng and as to the meas- 
ure of reliance which may be placed Ol 
the clients’ representations as to inven- 
tories and upon the records thereof.’ 
He must review the system \ f interna 
check and control and dec ide the extent 
to which he is entitled to rely upon : 
other requirements of 
general nature have, either of 
ficially or by the general action of prac- 
titioners, been established by the pro- 
fession as its standards 

they are not of themselves mi 

to the judgment of the individual 
titioner. 
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In the determination of an audit pro- 
gram there is a proper sphere for 
standards and a proper sphere tor 
judgment and neither one excludes the 
at} a sting et- arne hav 4 
other; auditing standards have to di 
with the identification of certain types 
of activity which the auditor must carry 

a 1 . - . ty 
out and with the kind of evidence he 
must normally obtain. Within — th 
framework of the general requirement 
set up by the standard, the auditor 1s 
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‘ree to exercise his choice and his judg- 
nent as to how he should meet the 
standard and how far he should go in 
neeting it before he has a proper basis 
‘or his belief or his opinion. 

Having briefly dealt with the ques- 
tions “What are auditing standards?" 
and “What is their relati ionship to the 
audit program’, we are left with the 
juestion Lo whom do they apply? Is 
their application limited to the exam- 
nation of financial statements of large 
ompat lies in which there is a substan- 
tial and videspread public interest, or 

they apply in the case of all types 
organizations which are subject to 
audit? J think the answer is implicit 
‘n what has gone before. If there is any 
alue to an audit it is in the added 
mfidence which it engenders. Whether 
‘his additional assurance is required by 
-he management, or by non-managing 
stockholders, or by bankers or other 
reditors, it is unwarranted unless it 
s based upon an adequate examination 
f the type which the certified public 

‘countant holds himself out as making. 

All practicing accountants do not 
indertake work for large clients but 
ill of us do make a certain number of 
what we might call smaller audits. 
Some do more of them proportionately 
ind some less. It represents the entire 
practice of some of us. Complaints 
lave been made occasionally that when 
public financing is involved the work 
oes to firms which are better known. 
might point out that there is no ad- 
antage in being better known unless 
t is accompanied by a reputation for 
joing good work. 

From the standpoint of the 
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sion as a whole it is not desirable that 
the preponderance of auditing work be 
done by a comparatively few large and 
well-known firms. The profession needs 
a broad base and there is room for all 
of us. Many types of services are re- 
quired and there are many kinds of 
auditing practice—monthly work and 
annual work; work in which large pub- 
lic interest is involved, work in which 
limited creditor interest is involved, 
with all gradations in between. Some 
of us are better organized and better 
qualified for one type of work, some for 
another; but there should be only one 
quality of work, work which meets the 
standards recognized by the profession. 
Anyone who does not meet those 
standards is helping to break down the 
confidence which the profession has 
built up over the years. Whether his 
lapse arises from lack of ability or lack 
of knowledge or lack of good judgment, 
the result is the same. He not only 
harms himself but he also does a dis- 
tinct dis-service to his profession and 
particularly to those engaged in the 
same type of work. 

Our aim should be that when a certi- 
fied public accountant expresses an 
opinion on the financial statements the 
‘eader, whether a client or a_ third 
party, can feel assured as to the quality 
of the examination and act upon it with 
confidence. A clear realization that 
our work must meet proper profes- 
sional standards should not increase our 
responsibilities but should help us 
meet them. It can only lead to the 
enhancement of our standing in the 
public eve and to the strengthening of 
our profession from within. 
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The Public Accountant’s Report 


HE topic assigned to me, The Pub- 
lic Accountant’s Report, is one 
which has for some time held the atten- 
tion and engaged the efforts of profes- 
sional accountants’ societies, the Securi- 
ties and Exchange Commission, public 
accountants, credit grantors and others. 
These groups and individuals have been 
voluble and articulate. Consequently, 
while there is not an abundance ot lit 
erature, the broader aspects of the sub- 
ject and the controversial issues thereon 
have been presented and discussed. 
Obviously, in the twenty minutes al- 
lowed for the subject tonight, it will 
be impossible to cover the topic even 
sketchily ; instead I shall try to discuss 
briefly several points of current inte: 
est, with particular emphasis on the 
problems of the small and medium- 
sized client, and shall also touch lightly 
upon several questions concerning 
which a contrarity of views exists. 
To begin with, it might be helpful 
to define the term which we are about 





Sipney B. Kaun, C.P.A., author 
of this article, has been a member 
of the Society since 1929. During 
that time he has served as chairman 
of the Society’s Committee on 
Monthly Audits. At present he is 
active on the Committee on Auditing 
Procedure, is chairman of the Com- 
mittee of Wartime Economic Con- 
trols and vice-chairman of the Com- 
mittee on Publications. Mr. Kahn 
is a member of the Certified Public 
Accountant Grievance Committee, 
appointed by the State Education 
Department, and is also a member 
of the American Institute of Ac- 
countants. This paper was presented 
by him at the March, 1946, meeting 
of the Society. 
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to discuss. Two authoritative diction- 
aries define the word “report” as 
follows: 


“(verb, transitive) 1. to give 
an account of; to relate; 2. . 
also, to prepare an account of;... 
(noun) ...2a. An account or re- 
lation, esp. of some matter specially 
investigated ; as, the report of an 
expert. b. An account... etc.” ! 

this term means a state- 
ment of fact or facts concerning 
some matter or matters that is 
made by a competent and duly 
authorized person. ... may contain 
a list of exhibits, and also general 
remarks... .”? 


The term “public accountant” needs 
no explanation. Suffice it to say that 
these words are used here advisedly in 
place of the word “auditor” so as tc 
ascribe the broadest rather than the 
narrowest connotation to the subject ot 
our discussion. In light of the fore- 
going, the following definition of “pub- 
lic accountant’s report” is suggested 

A written statement, account, lette: 
or opinion prepared and rendered by : 
public accountant, setting forth his 
findings, conclusions, recommendation- 
and/or instructions as a result of study. 
analysis, investigation or examination 
of the subject-matter reported upon. 

There are many who regret the at- 
tempt to delimit the meaning of th: 
word “report” by substituting it for 
and using it synonymously with the 
term “opinion” (or “certificate” ). Ob- 
jections to this are apparent. It is true 
that in the case of published statements 
of listed companies the accountant’s re- 
port is generally comprised solely of a 
formal statement of the auditor’s opin- 
ion. However, reports for the many 


1“Webster’s Collegiate Dictionary”, Fifth Edition. 
2“Crowell’s Dictionary of Business and Finance”. 
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thousands of unlisted companies and 
unincorporated enterprises almost uni- 
versally include financial statements 
and often considerable text matter pre- 
pared by the public accountant. 

The purposes for which reports are 
prepared vary with the requirements 
yf the enterprises involved. The size 
of the organization, the type of owner- 
ship and the character of management 
are important considerations. Spe- 
cifically, the report may be required, 
among other purposes, for the fol- 
lowing: 

1. For distribution among a large 
number of stockholders, absentee own- 
ers of the enterprise ; 

2. In connection with the issuance 
of securities or refunding operations ; 

3. For use of one or a few stock- 
holders actively engaged in the man- 
agement; and 

4. For the purpose of obtaining 
credit from banks or trade vendors. 


Short-Form Report 


The requirements of situations re- 
ferred to in points 1 and 2 are gen- 
erally satisfied by the use of the short 
form of accountant’s report. This form 
of report consists of a letter accompany- 
ing the financial statements (generally 
prepared by the client in such circum- 
stances) in which the auditor states 
briefly the scope of the examination in 
the first paragraph and gives his formal 
opinion on the financial statements in 
the second (closing) paragraph. If 
there are any qualifications, exceptions 
or explanations, these are enumerated 
in an intermediate paragraph. A com- 
plete discussion of the short-form re- 
port appears in “Statements of Audit- 
ing Procedure”, Nos. 1, 5 and 6, of the 
American Institute of Accountants. 
Every public accountant should read 
and become fully conversant with the 
contents of these bulletins. 





3 American Institute of Accountants 
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As to qualifications and exceptions 
in the short-form report, the Institute's 
statement reads as follows: 

“As previously stated, if such 
exceptions are sufficiently material 
to negative the expression of an 
opinion, the auditor should refrain 
irom giving any opinion at all, 
although he may render an inform- 
ative report in which he states that 
the limitations or exceptions relat- 
ing to the examination are such 
as to make it impossible for him 
to express an opinion as to the 
fairness of the financial statements 
as a whole.” 3 


Long-Form Report 

Reports intended for the proprietors 
of closely held corporations or unin- 
corporated enterprises are generally 
in long form. This is especially true 
in the case of a small or medium-sized 
enterprise which does not employ a 
competent accountant and/or whose in- 
ternal reporting is not up to the high- 
est standards, and/or who seeks credit 
from a commercial bank or trade ven- 
dors. Reports to such proprietors ar 
generally most useful when they con- 
tain detailed analyses of operations and 
financial condition, comments on the 
accuracy of the accounting work and 
the efficacy of the internal procedures. 
etc. As to reports intended for credit 
purposes, the short form is sometimes 
acceptable, but frequently the credit 
grantor also requests comments on op- 
erations and explanations of important 
assets and liabilities. He generally re- 
quires a detailed enumeration of the 
audit procedures followed with respect 
to all important balance sheet items.* 

While it may often be desirable to 
prepare separate reports for the man- 
agement and credit grantors, it is not 
uncommon to render one report to 
serve both purposes. In such cases, 
matters of interest to the management 


Statement of Auditing Procedure No. 1”. 


_ 4 “Accountants’ Reports to Accompany Statements for Credit or Special Purposes”, 
issued May 6, 1940, as a report of the Committee on Cooperation with Credit Grantors 
of The New York State Society of Certified Public Accountants. 
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alone may be omitted and made the 
subject of a separate letter to the cli- 
ent. Care and discretion should, how- 
ever, be exercised lest the accountant 
be criticised for failing to disclose all 
significant information in his report 
to the credit grantor. The following 
's an outline of a suggested all-purpose 
long-form year-end report: 


Content of Long-Form Year-End 
Report 
Index. 
2. Letter and text matter 
(a) Introduction. 
(b) Comments on operations. 

(1) Accounting for variation 
profits. 

(2) Three to five (or more) vear 
comparisons, showing trends 
ot sales, wages, taxes, depart 
mental operations, etc. 

(3) Operating ratios not given in 
statements—net profit to pro- 
prietorship, net profit to 


we irking capital, etc. 


c) Comments on financial condi- 
tion. 
(1) Statement of application of 
funds. 
(2) Comparative summary of 


working capital, showing 
changes. 

(3) Balance sheet ratios — cur- 
rent, quick, plant assets to 


= eee” 4 1 *y: 
proprietorship, current liabilt 





ties to proprietorship, CtC, 
(d) Comments on specific items on 
balance sheet. 
(1) Explanations and details sup 
porting statements, if desir- 
able, where schedules are not 


given, 

(2) Turnovers and aging of in- 
ventories and accounts receiv- 
able. 

(3) Pertinent comments only. 
(Repetitious data appearing 
in statement to be avoided. 

(e) General comments. 

(1) Status of tax returns filed. 

(2) Contingent liabilities. 

(3) Insurance coverage. 


4 


d 70 


(4) Changes in accounting pro- 
cedure. 

(5) Unusual matters. 

({) Scope of examination. 

1) General statement. 

(2) Verification of operating 
transactions. 

(3) Specific audit procedures 
with respect to balance sheet 
items. 

(4) Qualifications, if any. 

g) Opinion. 
(h) Complimentary close and. sig- 
nature. 


3. Financial statements. 

(a) Balance sheet. 

b) Schedules supporting balance 
sheet, if any. 

(c) Statement of income and earned 
surplus (or income and proprie- 
torship for non-corporate enti- 
ties)—at least two-year com- 
paris yn. , 

(d) Schedules supporting statement 
ot imcome. 

(e) Comparative balance sheet (cur- 
rent and prior year) where com- 
ments are not adequate. 

Obviously, it may not always be de- 

sirable or feasible to furnish a report 
in as complete detail as the foregoing 
outline indicates. It should be under- 
stood that the arrangement shown is 
not inflexible. On the contrary, there 
re other arrangements with respect to 
the index and text matter which are 
preierred by many accountants. Some 
practitioners follow a standardized plam 
of report structure. Even under these 
circumstances it may occasionally be 
necessary to deviate therefront 

Patently, no essential fact regarding 

the client's financial position should be 
omitted, even if this may entail the in- 
clusion of statements, explanations and 
data not ordinarily given. Further- 
more, emphasis should be placed on the 
more pertinent matters. On the other 
hands, unimportant detail should be 
omitted if the report is not to give the 
impression of mere padding. One 
word of caution—explanations, definite 
statements, statistical data, etc. given 
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The Public Accountant’s Report 


in the comments, which have not been 
the subject of examination, should be 
appropriately qualified. 


Whose Financial Statements Are 

They? 

There appears to be no quarrel with 
the precept that the accounts under- 
lying the financial statements are the 
records and representations of manage- 
ment and that management is therefore 
primarily responsible for their integ- 
rity. Whatever diversity of views may 
exist relates to the question—“Whose 


financial statements are they?” With 
the regulation of securities by the Fed- 
eral Government and the advent of the 
SEC, this question has assumed con- 
siderable importance. ‘The Commission 
has answered the question in the at- 
firmative and in no uncertain terms 


when it stated its position as follows: 


“The fundamental and primary 
responsibility for the accuracy of 
information filed with the Com- 
mission and disseminated among 
the investors rests with the man- 
agement. Management does not 
discharge its obligations in this re- 
spect by the employment of inde 
pendent public accountants, how- 
ever reputable. Accountants’ cer- 
tificates are required not as a sub- 
stitute for management's account- 
ing of its stewardship but as a 
check upon that accounting.” 


This viewpoint can be readily un- 
derstood with respect to large organiza- 
tions where comptrollers or accounting 
officers are fully competent to and do 
prepare the financial statements. Here 
the public accountant examines the 
statements and expresses or refrains 
from expressing an opinion about 
them. Some persons do not believe 
that this point of view is applicable to 
smaller enterprises which rely upon the 
public accountant to prepare adjusting 
journal entries and the financial state- 
ments for them, as well as to examine 


and express an opinion with respect t9 
such statements. This contention has 
been answered as follows: Where the 
public accountant prepares the adjust- 
ments and financial statements, he acts 
in the role of an accountant and, beyond 
that point, he shifts his position and 
functions as an auditor. Whether the 
new concept is universaliv applicable or 
whether it is unrealistic and fictional 
with respect to small and medium-sized 
enterprises will be determined with the 
passing of time and the happening of 
future events. 

One of the sessions of the 1939 a 
nual meeting of the American Institut: 
of Accountants was devoted to this 
subject.> 


Reports on the Basis of Restricted 
Examinations and With Respect 
to Unexamined Statements 


\s to the first part of this question— 
reports on the basis of restricted exam- 
inations—the answer is not difficult to 
find. As previously pointed out, the 
Committee on Auditing Procedure of 
the American Institute of Accountants 
has stated that where the exceptions 
are sufficiently material the auditor 
should refrain from expressing an 
opinion, but he may render an informa- 
tive report stating the limitations of 
the examination. Under these circum- 
stances there appears to be no objec- 
tion to the accountant identifying him- 
self with the report, which means he 
may use his letterhead and labelled re- 
port covers. However, the restrictions 
and exceptions should be unequivocally 
stated in the letter, and each of the ac- 
companying statements should bear 
reference to that fact. 

As to reports prepared from unau- 
dited records, there does not appear to 
be a unanimity of opinion. Robert H. 
Montgomery, in “Auditing Theory and 
Practice’, sixth edition, states: 


“Unexamined statements for 
which the auditor takes no re- 


5 Papers on Auditing Procedures and Other Accounting Subjects presented at the 
52nd annual meeting of the American Institute of Accountants, 1939, pp. 115-136. 
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sponsibility and preliminary state- 
ments which are subject to chanve, 
should be submitted on plain paper 
without the auditor’s watermark 

- letter-head and. if | 1, should 
or letter-head and. if bound, shoul 
he in plain covers not bearing the 
auditor’s name.”’ 


At the 1941 annual meeting of the 
\merican Institute of Accountants, -\. 
S. Fedde, the then president of our 
Society, made the following observa 
tions: 

“The question of letter-head or 
no letter-head seems to be a peren- 
nial one in connection with the 
presentation of balance sheets and 
income statements that have not 
been audited. I do not believe any- 
one will dispute that, if such state- 
ments are enclosed in the regular 
cover for reports, the least require- 
ment is that each statement be 
clearly and conspicuously labeled 
that it has not been audited. It is 
«ood practice to have such state- 
ments prepared on plain paper and 
fastened to a plain back. A letter 

f transmittal could be sent with 
them, but not attached to the state- 
ments, with such information as 
nay be required but carrying a 
reference to the statements as hav- 
ing been prepared without audit. 
If the client were to attach the let- 
ter to a set of the statements, the 
accountant would be protected by 
his reference in the letter to the 
absence of audit.” 


Mr. Montgomery takes the position 
that the auditor should not identify 
himself in writing with unexamined 
statements. Mr. Fedde agrees that the 
latter is good practice, but infers that 
the accountant may use his covers but 
must clearly and conspicuously label 
each statement as not having been 
audited. 

If the management of a large or- 
ganization with an accounting staff of 
its own were to ask for unaudited state- 
ments from a public accountant, the re- 
quest should certainly be viewed with 


1/2 


suspicion. On the other hand, where 
the proprietor of a small enterprise, 
without accounting personnel compe- 
tent enough to do so, looks to the pub- 
lic accountant for the preparation of 
financial statements without audit, it 
does not necessarily indicate that such 
statements are to be used for improper 
or unauthorized purposes. Where the 
integrity of such a client is unques- 
tioned and he is insistent, it would seem 
that the accountant might use his sta- 
tionery provided the cover and every 
statement therein be boldly labelled 
“Unaudited”. 


Monthly Reports 


The need for monthly or other peri- 
odic accountants’ reports by proprietors 
of small and medium-sized enterprises 
has, for some time, been fully recog- 
nized, especially in the case of highly 
seasonal businesses where current 
financial and operating data are essen- 
tial. In this way the management and 
frequently the credit grantor may con- 
tinually be kept informed of the op- 
erating trends and financial require- 
ments of the enterprise as it passes 
through its operating cycle. 

The report as a whole should be a 
formal document prepared on the ac- 
countant’s letter-head and signed by 
him. However, no formal opinion or 
certificate should be given in the 
monthly report in view of the absence 
or limited extent of balance sheet con- 
firmations. It is obvious that the ac- 
countant cannot control the use to 
which his report will be put after it 
has left his possession; therefore any 
audit limitations imposed must be 
clearly set forth in the report. 

The monthly report should contain 
a letter of transmittal and comments. 
principal exhibits (balance sheet and 
income statement) and _ supporting 
schedules. The terminology, classifica- 
tions, and groupings in the exhibits and 
schedules should coincide with those 
of the year-end report. 

As to the letter of transmittal, this 
precedes the statements and is bound 
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The Public Accountant’s Report 


'« should be dated, 


securely to them 
itain in the 


properly ad 
order giver... » paragraph; 
an index to the e. and schedules ; 
a statement of the scope of the examina- 
tion and qualifications, if any; com- 
ments on the financial condition and 
operations, if desirable ; any other perti- 
nent remarks; complimentary close; 
and signature. Where numerous state- 
ments comprise the report, it may be 
preferable to use a separate index in 
lieu of making this an integral part of 
the letter. 

The letter should contain a lucid 
albeit terse explanation of the manner 
in which the inventories were deter- 
mined and the extent to which they 
were verified by the auditor. The 
failure to observe the cardinal principle 
that the accounts be stated only after 
making adjustments for accruals, pre- 
payments, bad debts, depreciation and 
the like, should be conspicuously 
brought to light. It would seem that 
where material adjustments for the 
foregoing items as well as for inven- 
tories have been made for report pur- 
poses only, without having been re- 





“Month Ended September 30 
1946 1945 
Amount Per Cent Amount Per Cent 


As a rule, the percentages are com- 
puted in relation to net sales. In most 
cases ratios for only the major items of 
the income statement are sufficient. 

Wherever data are available as to 
units, all, or the more important items 
in the income statement, should be 
shown with averages per unit sold. 
These unit averages generally make for 
a more accurate analysis than do per- . 
centages. If a budget has been pre- 
pared or is in operation, the account- 
ant might well augment the report on 
the monthly operations by making com- 
parisons of actual results with the bud- 
get and showing variations therefrom. 
Where such information is obtainable, 
averages for the industry often provide 
a valuable basis for comparison. 

The predetermination and proration 
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fact should be stated in the letter. This 
is in conformity with the generally ac- 
cepted principle that*the financial state- 
ments be in agreement with the books. 
Contingent liabilities, including those 
arising from purchase and/or sales 
commitments, if pertinent, should be 
commented upon at this point. If no in- 
vestigation has been made of contingent 
liabilities, a statement to that effect 
should be inserted. 

All financial statements rendered 
with monthly reports, whether prin- 
cipal exhibits or supporting schedules, 
should bear the following or similar 
legend: “Subject to the accompanying 
letter”. Wherever possible, income 
taxes should be estimated and currently 
provided for in the financial statements, 
and if not, the omission should be clear- 
ly indicated on the balance sheet and 
income statement. 

Income statement comparisons should 
be given wherever feasible. Generally 
speaking, a monthly income statement 
giving the results for the current month 
and the year-to-date in comparison 
with the corresponding month and 
period for the previous year (as fol- 
lows) is most informative: 


Nine Months Ended September 30 
1946 1945 


Amount Per Cent Amount Per Cent 


of various items of cost and expense, 
such as depreciation, insurance, bad 
debts, certain taxes, etc., are prere- 
quisite to the preparation of accurate 
monthly reports. Extreme care must 
be exercised both in estimating the ag- 
gregate charge to be absorbed and in 
determining the method of spreading it. 
Some charges are best allocated in equal 
monthly amounts, whereas others are 
more properly distributed on the basis 
of sales or production. It should be 
remembered that, in the last analysis, 
the end to be accomplished is that the 
aggregate of the cperating results for 
the twelve months must closely approx- 
imate the net profit or loss shown on 
the yearly statement. Obviously, 
monthly income statements should re- 
flect currently all ascertainable costs, 
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expenses and losses, of whatever nature. 
This will avoid substantial season—or 
vear-end adjustmmnts for bad debts, 
inventory mark-downs, and other such 
items. 


Inventories in Monthly Reports 

Phe matter of inventories in month- 
ly audit reports is one that has, no 
doubt, engaged the careful considera- 
tion of many practitioners. We all 
know that for many of our clients it is 
impractical and sometimes well nigh 
impossible to take monthly physical 
inventories. The problem has been met 
in practice by preparing monthly audit 
reports based upon: perpetual inven- 
tories, retail method inventories, de- 
tailed costing of individual sales, per- 
centage of gross profit inventories, 
fixed and constant inventories, and 
inventories estimated by the client. 

The mentioning of these inventory 
methods should not be construed as an 
unqualified recommendation for their 
use under any and all conditions. On 
the contrary, the accountant must care- 
fully consider each case to determine 
whether the method adopted is the best 
available under the circumstances, and 
whether it will consistently produce 
substantially accurate results. 

As it is the accountant’s function to 
inake his monthly reports as enlighten- 
ing as possible, he will serve all con- 
cerned best by rendering them with in- 
ventories wherever feasible. As stated 


hereinbefore, such reports should fully 
and clearly explain how the inventories 
were determined and to what extent 
they were verified. 

Where physical inventories are used, 
the auditor should exercise great care to 
ascertain that the proper cut-off has 
been made in the matter of receiving 
and shipping. This assumes consider- 
able importance in connection with 
monthly reports, as any error in inven- 
tories would naturally have an exag- 
gerated effect in view of the short op- 
erating period. 


Statements Without Inventories 

Where, because of practical consid- 
erations, monthly inventories cannot be 
used, the report will be of greater 
significance if prepared in a manner 
that will show the inventory required 
to reflect neither profit nor loss for the 
current period. The statements should 
be drawn up in the usual form and de- 
tail after giving effect to all adjust- 
ments for accruals, prepayments, de- 
preciation, bad debts, etc. In this type 
of report the caption of both the balance 
sheet and income statement should con- 
tain the phrase “without inventories”, 
or other appropriate description. 

In conclusion, it should be under- 
stood that the opinions expressed herein 
are the author’s own and not necessarily 
those of the Society’s Committee on 
Auditing Procedure. 
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Extension of the Certified Public 
Accountant’s Position as an Adjunct 


of Business Management 
By Max Brock, C.P.A. 


He wartime years have been the 

most active in the history of our 
profession, as with other professions 
and businesses, and we can take justi- 
fiable pride in the fact that our services 
to government and to business in that 
period reached new high levels of prac- 
tical utility. 

However, the termination of the war 
raises a problem for accountants which, 
though not easy, is nevertheless quite 
clear. It may be summarized in this 
question: Will a decline in public ac- 
counting activity follow the inevitable 
reduction in services involving govern- 
ment contracts, wartime business regu- 
lations and the excess profits tax, or 
will new opportunities for service per- 
mit the continued growth and develop- 
ment of the profession ? 

It is the purpose of this paper to 
point out, particularly with regard to 
the monthly audit practitioner, that 
public accounting has by no means 
reached the limits of its development 
and that the scope of our services can 





Max Btock, C.P.A., has been a 
member of the Society since 1928 
and is also a member of the Penn- 
sylvania Institute of Certified Public 
Accountants. He has been active on 
the Society’s committees and is pres- 
ently serving as Chairman of the 
Committee on Monthly Audits and 
is a member of the Committee on 
Administration of Accountant’s 
Practice. This is a paper which was 
presented at the technical meeting of 
the Society’s Committee on Monthly 
Audits held at the Engineering Au- 
ditorium on March 27, 1946. 
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he broadened to include more practical 
applications of the certified public ac- 
countant’s training, experience and 
skill. 

Recent accounting literature on the 
post-war prospects for accountants has 
been quite optimistic as to the oppor- 
tunities and challenges ahead. The 
major points stressed are the following : 

1. Audits of governmental bodies 
and agencies should increase for many 
years as the use of independent ac- 
countants gains wider favor and ac- 
ceptance. The recent creation of a di- 
vision for independent audits within 
the office of the United States Con- 
troller General is a noteworthy de- 
velopment, and a further evidence of 
the trend. 

2. There should be much greater 
participation by accountants in those 
branches of government where their 
particular training and skill can be 
helpful. Our Society now has a com- 
mittee to further such activities. 

3. Accountants can, and should play 
a greater role in the maintenance of 
sound and equitable relations between 
management and labor, and in other 
fields related to the public welfare. 

4. Greater recognition is being 
sought for accountants in the handling 
of business reorganizations and* bank- 
ruptcies, and more satisfactory con- 
ditions and more direct participation 
may develop. 

5. Business management will make 
greater demands upon accountants, pri- 
vate and public, or industrial and finan- 
cial accountants as some would refer 
to them, for more detailed and accurate 
cost data, additional operating data, 
and more concise and timely reports. 
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\ccounting will have to keep pace with 

the speed of business activity, its ex- 
pected rapid growth, and its vital need 
ior efficiency and low costs. 

It is felt that the last point mentioned, 
namely greater service to business, is of 
the most practical and immediate in- 
terest to the monthly audit practitioner, 
and the subsequent discussion deals 
largely with that subject. 

Accountants have done a notable job 
in extending their usefulness to busi- 
ness management beyond that of the 
fundamental services of auditing and 
tax work. Monthly audit practitioners, 
in particular, because of their intimate 
contacts with businesses and manage- 
ment, have reached a stage where they 
frequently act as business advisers and 
consultants. However, despite the pro- 
gress made in this field to date, there 
is need, and room for, considerably 
more development. This, in my opinion, 
lies in the extension of the technical 
accounting services and in their ele- 
vation to a much higher plane. One 
inay well ponder whether the technical 
services do not represent the highest 
stage of development of the practical 
application of the skill, training and ex- 
perience of the certified public account- 
ant to business management. 

That the need for extension of these 
technical real may be 
gathered from this brief review of the 
economic scene as it appears to many 
trained observers. 

Business has greater productive and 
research capacities than ever before and 
technical skill and efficiency has reached 
a new high level. The pace of business 
is extremely fast and obsolescence of 
plant and product can burst upon a 
company or industry like the famous 
torpedo bomb, fast and without a warn- 
ing signal. Money is plentiful and cheap 
and many inefficient producers obtained 
an extension of life during the war. 
Costs of plant, equipment, materials 
and labor are very high and are not 
expected to drop materially for a num- 
ber of years. Under these conditions 
it is very likely that even before the 
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present backlog of demand is satisfied, 
the most intense competition between 
companies and industries will set in. 
Sales volumes will run high, but costs 
may run even higher, and that is why 
improved cost controls and analyses 
are so important, and constant vigilance 
over efficiency must be exercised. 

Business management, generally, is 
now better trained and more experi- 
enced in the analysis of operating re- 
ports, cost analyses, budgets, and other 
technical data, and this condition stimu- 
lates the demand for more advanced 
and improved reports ail statistics. 
[Larger sized businesses, which have 
grown considerably in number, must 
have better information, and get it 
faster, than when they were small. High 
overheads are a threat to smaller com- 
panies, and for that reason even such 
organizations may have to adopt meth- 
ods for control which previously were 
considered beyond them. 

Cost accountants, controllers, and 
credit men are aware of these conditions 
and are preparing to meet them. Other 
technicians, such as industrial engi- 
neers, are also actively engaged in prep- 
aration for greater tasks. The public ac- 
countant should maintain a reasonably 
close contact with the views and activi- 
ties of these groups. 

The major technical services which 
have great expansion possibilities, in 
my opinion, are the following: 

System Work: We should recom- 
mend, where the need exists, intensive 
surveys of existing systems for general 
improvement in efficiency an reduction 
in time and expense of operation. This 
survey should also cover forms in use 
in all departments of a business, admin- 
istrative procedures, and internal con- 
trol. It is not possible, in the ordinary 
case, to give systems adequate atten- 
tion in the course of auditing and for 
that reason a survey at certain annual 
intervals can be of inestimable value. 
System work is of such great im- 
portance that it is covered in consider- 
able detail in a separate paper. 
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Extension of the C.P.A.’s Position as an Adjunct of Business Management 


Cost Systems and Cost Controls: A 
cust system is not the exclusive privi- 
lege of large companies. Simple cost 
controls may be most helpful in small 
businesses. The installation and review 
of cost systems could be a major func- 
tion of public accounting and should be 
recommended to clients wherever they 
can be helpful. We should bear in mind 
that cost systems can be applied to 
every major business activity, such as 
production, selling, distribution and ad- 
ministration. 

Where cost systems are employed, 
we should establish that the results are 
properly interpreted and utilized, and 
whether it is adequate for the company’s 
needs. Concepts of cost accounting are 
changing and we should be informed on 
developments such as dynamic costs, 
volume costs and time costs. 

At present many cost system are in- 
stalled and reviewed by non-accounting 
organizations. This is a condition which 
might not have developed had public 
accountants been more alert to the pos- 
sibilities of cost work. 

Cost Estimating (Where Formal 
Cost Systems Are Not Used): Many 
companies have gone out of business, 
according to our own analyses, because 
costs were not carefully estimated in 
advance and subsequently checked with 
performance. Here is an important job 
to be done. The need for sound cost 
estimating should be stressed in every 
instance where such a weakness exists. 
Accountants can help considerably in 
establishing the cost factors, designing 
the forms to be used, devising pro- 
cedures for cost revisions, studying 
comparisons with actual costs, and in 
other related respects. 

Budgets and Forecasts: The op- 
cating budget is one of the greatest 
ails ever devised for the management 
of large companies. Its utility, however. 
con be extended to smaller companies. 
lsudgets set the goals for achievement 
ff production, furnish standards for 
comparison with actual costs, and can 
he utilized to control the activity of 
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virtually every department of a busi- 
ness, as well as cash and working 
capital. 

With the growth of business and the 
need for more effective controls, budget 
practices and forms have been constant- 
ly improved. We now utilize budgets of 
varying types such as the flexible, cost 
center, departmental, and break-even 
budgets. Budgets fit in very well where 
cost systems are used. Greater famili- 
arity with budgeting should result in 
the development of opportunities for 
installations and reviews, and for 
greater service to clients. 

Internal Reports: It is not possible, 
or practical, for the certified public ac- 
countant’s report to contain all of the 
detailed operating data that even small 
manufacturing or trading company 
executives should have. Internal re- 
ports, prepared by the bookkeeper, con- 
troller, or other employees, may be 
needed to supply essential data fre- 
quently and in short time. There un- 
doubtedly are many situations where 
such internal reports either do not exist, 
or are inadequate, inefficient, and 
poorly designed and utilized. Such 
instances offer opportunities to render 
a most beneficial service to the manage- 
ment involved. 


Technical Conferences: Many mat- 
ters of an economic or financial nature 
fall within the range of an accountant’s 
scope for discussion or the recognition 
of a condition requiring attention. 
Where the accountant has an intimate 
knowledge of the operations of a par- 
ticular industry, he can include such 
trade matters in his scope. A number 
of subjects which may be considered 
worthy of some attention by account- 
ants is submitted below for considera- 
tion. It obviously is not complete. At- 
tention to or discussion of such mat- 
ters may lead to the development of 
technical service engagements. 


General economic trends 
Company sales and costs in relation 
to industry experience 
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Competitive situation 

Obsolescence of product or services 

New products or services 

Obsolescence of equipment and pro- 
CESSES 

Production economies 

\dequacy of working capital 

Relations with credit grantors 

Credit terms granted to customers 

ficiency of credit department 

Pricing policies 

Sales expansion, by 
territory 

\dequacy of distribution methods 

Advertising 

export tras 

Personnel 
ards 

\Vage incentives 

Pension and protit share plans 


product and 


] 


organization and_= stand- 


Che ability to render technical and 
advisory services competently rests on 
the natural aptitude of the accountant 
for such work, his specialized education 
and training, the diversity and extent of 
his general experience, the intensity of 
his feeling for efficiency and organiza- 
tion, and a sound business instinct. It 
is not expected that accountants should 
try to become experts in every field 
in which they are interested. Many 
business situations do not require ex- 
perts any more than every illness re- 
quires a medical specialist. But it is ex- 
pected that accountants should have a 
reasonable knowledge of the principles 
of business management, financing, eco- 
nomics, and the current trends and best 
practices in the technical fields of ac- 
counting so as to keep abreast of the 
requirements and needs of clients. 

Some degree of specialization in an 
accounting firm is desirable, in order to 
be able to cover reasonably the wide 
scope of technical services. In the case 
of an accounting firm, the various part- 
ners might cach take charge of a major 
activity such as system work or costs, or 
develop an intimate knowledge of cer- 
tain industries. Further specialization 
may be possible if outstanding staff 
members are brought into the specialist 
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circle. Some accounting firms include 
one or more industrial engineers on 
their staffs. Individual practitioners are 
at some handicap in this respect, but 
they can rely on staff members for some 
assistance and can utilize independent 
specialists. Specialized reading, to a 
reasonable degree, is most desirable for 
all public practitioners as well as sp 
cialists. 

The manner in which technical s 
vice engagements are undertaken and 
carried out must be on the same high 
plane as any type of accounting engage- 
ment. They should not be treated cas- 
ually, nor so merged with an audit as 
to detract from their importance or 
value. Reports should be submitted on 
the findings and recommendations and 
they should be reviewed directly with 
the principals. Ii such engagements are 
properly initiated and carried out in a 
manner consistent with their im- 
portance, it will be found that many 
clients will be agreeable to fees that 
are based on accomplishment. 

Some accountants who have not con- 
cerned themselves much with technical 
accounting phases, have found that 1n- 
dustrial engineers were called in and 
paid generous fees for services which 
to some extent, if not fully, could have 
been performed by them. Such account- 
ants are sometimes criticized as being 
too general or academic, and not alert 
to the basic needs of business manage- 
ment. 

Industrial engineers have increase 
rapidly in number in recent years and 
they have been able to obtain numerous 
engagements by presenting convincing 
plans for methods of increasing effici- 
ency, improving organization, lowering 
costs, increasing profits, and giving 
business men the technical assistance 
they need. Since these engineers ar 
not prohibited by professional ethics 
from soliciting business, they have been 
able to do an intensive promotional jo). 

This reference to industrial engineers 
is not intended to be critical. On the 
contrary, their progressiveness and in- 
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tense application to the improvement of 
a methods is worthy of emula- 
. Moreover, it must be recognized 

that they are especially fit to render 
certain technical services, such as mar- 
ket surveys, studies of plant layout, pro- 
duction processes, etc., and we should 
recommend their engagement for such 
purposes. Other cooperation may also 
suggest itself in particular instances. 

But many of them, if not all, do 
undertake to furnish a number of tech- 
nical services which accountants can 
well supply. Only an active, well based 
interest in the technical phases will 
keep this situation within reasonable 
hounds. The important position that 
we have achieved as business advisers 
should be carefully preserved by the 
most effective measures to extend our 
-ervices and usefulness to clients. 

Consider the implications of this ex- 
cerpt from an article by an industrial 
engineer that appeare in the Autumn, 
1945, issue of the Harvard Business 
Review. The article is concerned with 
assistance to the management of small 
business and under the caption 
“Methods for Providing Assistance,” 
the following appears : 


“Under these conditions, would 
it not be to the benefit of the national 
economy in general and smaller busi- 
nesses in particular to make arrange- 
nents whereby competent industrial 
‘onsultants could spend one or two 
lays every month with the owners 
r top personnel of smaller businesses 
discussing generic problems and 
helping to formulate policies on 
matters which sometimes have been 
ompletely overlooked 7” 


Another significant remark in this 
article was made in connection with 


the discussion of the preparation of cash 
and working capital forecasts. 


“Because the production gemus 
and the accountant often do not talk 
the same language, communication 
on the subject proves difficult; the 
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records of the business are not sui- 
ficiently detailed to provide a proper 
basis for such projections; and the 
accountant called in either cannot do 
the job or does a sketchy, inaccurate 
one. 


I recently reviewed two pamphlets 
issued by active firms of industrial engi- 
neers, and found that a number of the 
proffered services could be furnished 
by many accountants fully or substan- 
tially. One offered to do the following : 


Simplification and standardization 
of office procedures 

Reduction of office operating costs 

Office planning, equipment and lay- 
out 

Installation of budgetary procedure 
and control 

Reorganization of business enter- 
prises 

Operating surveys and management 
audits 

Installation of incentive remunera- 
tion for executives, sales represen- 
tatives and employees 

The other offered the following serv- 

ices, among others: 

General accounting 

Office procedures 

’ayroll procedures 

Management reports 

Finance 

Cost accounting 

Contract termination 

Budgetary control 

Inventory control 

Sales records and controls and ac- 
count profitabilty 


The same condition will be observed 
in most such literature. 

In conclusion, I wish to reiterate 
that the certified public accountant 
who has a sound background of ex- 
perience, an aptitude for business, and 
an instinctive ability to analyze and 
help solve business problems, should 
play a more important role than ever 
in the business world. This does not 
mean that auditing and accounting are 
to be relegated to the background but 
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rather that accountants should so or- More can be accomplished, with even 
ganize their firms and staffs as to be greater appreciation by clients, if 
equipped to render this collateral ser- efforts are set up on a definite bas 
vice more effectively than ever. and the basis of compensation ag: 
Most monthly audit practitioners upon in advance. It will follow ine: 
have been furnishing some technical ably, that as the technical services : 


services and advice for many years, but — extended the periodic reports submitted 
in too many instances it has been on — by accountants will become more yp: 
a casual, informal, and unorganized tical and valuable to clients, 

basis, and often without compensation. bankers, and other credit grantor- 
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The Taxpert 


By Lewis Giuick, C.P.A. 


HAT with an operation in Janu- 

ary and the grippe in February, 
we've had abundant time for reading 
and studying, but doing it was another 
matter. There was one period of 
twenty-nine hours when we did not put 
on our spectacles, without which we 
can read nothing but big headlines ; and 
another forty-eight hours when H. A. 
Smith's Low Man ona Totem Pole was 
the heaviest reading we could take. 

However, in convalescence and bet- 
ter hours we've made a_ sustained 
attack on California Real Estate Refer- 
ence Book, by L. B. Williams, a neces- 
sity for accountants practicing in this 
state. Always a booster for George 
Altman’s Tax Course (published by 
CCH), we found that it was not adapt- 
bed perusal. Lasser’s lighter 
books were easier to handle. 

Most of all, we had time to think, 
and herewith are some of our cogita- 
tions taxwise. Did you ever try to clas- 
siiy occupations and vocations from 
the humanitarian or ethical angles? A 
physician is in a suicidal profession— 
its ultimate objective, idealistic but not 
itterly impossible, is the elimination of 
diseases, and thus of those who heal 
them. Thus the medical profession is 
classified as self-destructive. Now take 
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the farmer. Above all other workers, 
he is constructive—without him human 
life would become nearly extinct. Then 
we have the destructive trades such as 
burglars, dope-peddlers, con men and 
shysters. Some time, when you have 
a chance to reflect (say when a client 
is due in your office at four and doesn’t 
show up till five) analyze your clientele 
according to their value to humanity 
as a whole. Time will pass rapidly. 
Meanwhile, bear with us while we 
consider the tax expert. What category 
does he fit into? He toils—yes, he 
toils. And he spins, too—theories to 
justify his cases in the courts, and he 
appears on both sides. Rarely does he 
resemble the lilies of the field; his garb 
is usually quite somber, no matter how 
successful he is. And doesn’t that sug- 
gest to you that it reflects his mind? 
Verily, taxperting seems a sad profes- 


‘sion, 


The taxpert is not constructive. He 
does not enact laws. At best, he heads 
committees which plead with Congress 
for relief and simplification, and at best 
gets polite attention. He is not self- 
destructive ; he does not seek the elim- 
ination of taxation. And rarely is he 
downright destructive. Where, then, 
does he fit into the category chart? Is 
he an utter misfit? A conclusion- 
jumper might answer affirmatively, and 
land where conclusion-jumpers usually 
arrive, in the middle of a deep and 
slimy puddle. 

Actually the genuine taxpert is all 
things to all taxpayers, and in his time 
plays many parts. To the conscientious, 
cautious business man, his services are 
like the physician's in preventive medi- 
cine. The business man makes no move 
without consulting his taxpert—and 
such men are rarely involved in court 
cases. And if they are, they are not 
taken by surprise. Parenthetically, the 
Treasury does sometimes take an arbi- 
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trary, unwarranted stand that is un- 
predictable; politics seem occasionally 
to enter into rulings and disallowances, 
if one is to give credence to the daily 
press. 

To continue: such tax advisers rarely 
get into really high income brackets 
themselves. It is characteristically hu- 
man that a man will cheerfully give his 
lawyer a hundred thousand dollars for 
successfully defending a_ half-million 
dollar lawsuit; but he will begrudge 
him the five thousand dollar annual re- 
tainer which would have forestalled the 
action. 

Then we find the destructive type 
qf taxpert. He is the man who says, 
with thumbs in the armholes of his 
vest, “Why should I complain about 
the way high taxes prevent business 
enterprise? Why should I sign a peti- 
tion for simplification of 722 procedure ? 
[et *em alone. The more complicated 
they are, the better I like *em. People 
will have to come to me for help—and 
I’ll help ’em—for a fee!” This parasite 
is too common, but D.D.T. won't eradi- 
cate him. Only Congress, by radical 
simplification of all tax structure, can 
purge society of this pest. 

finally we have the taxpert who is 
in the vast majority; neither destruc- 
tive, self-destructive, nor constructive. 
A “repair man” might characterize him. 
He goes along quietly. He knows the 
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laws and will advise his clients if the, 
give him a chance. More usually he 1s 
summoned post facto and ordered 
prepare instantly a difficult return from 
badly kept books. Then he must wait 
ninety days to collect a moderate fee. 
Or the client receives a ninety day let- 
ter and waits eighty days before asking 
the taxpert to prepare a protest to th 
Board (pardon us, the Court) of Tax 
\ppeals. Occasionally such a man gets 
a bit of publicity; some matter-of-fact 
case assumes surprising prominence. 
Once in a lifetime a grateful client wil! 
give an additional fee or bonus. But 
for the rest, the tax repair man is quite 
literally “unwept, unhonored, and un- 
sung.” 

Is being a taxpert such a drab and 
dreary matter? Are all of us too stupid 
to get out of a rut? Are we of no serv- 
ice to humanity? The answer to all of 
those queries is NO! A taxpert is a 
necessity to society as it is constituted 
at present. He helps the business man 
to obtain his rights from an honest. 
but sometimes bureaucratic Revenue 
Unit ; he can make an honest living and 
earn the respect of his neighbors even 
if not huge fees. He can, by example 
more than by precept, check the ex- 
cesses of the blatant shysters. He can. 
in the words of Scripture, “Walk 
worthy of the vocation to which he !s 
called.” 
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Some Suggestions tor Attaining Eftective 


Internal Control in a Bank 
By E. J]. ENTHOVEN, C.P.A. 


byes return of all forms of business 
enterprise, including banks, to the 
realities of normal, peacetime operation 
must necessarily be accompanied by a 
studied re-examination of the present 
adequacy of operating methods and pro- 
cedures, which were necessarily modi- 
fied by the exigencies of wartime con- 
ditions. 

The terrific strain produced by the 
tremendous increase in the volume and 
importance of business done during the 
war years, which was accompanied by 
the unusual shortage of adequately 
trained personnel, produced a relaxa- 
tion of internal controls which was vir- 
tually unavoidable. 

Now that the flow of personnel has 
been reversed and members of the 
armed forces are returning to their 
peacetime pursuits, the first order of 
business should be a thorough “‘house- 
cleaning” to eradicate any laxities of 
procedure that may have crept in dur- 
ing the war years. 
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The following discussion is designed 
to serve as a basis for once again at- 
taining effective internal control in the 
operations of a bank. 

Mail 

The mail should be opened by a 
junior officer or by someone other than 
the tellers, bookkeepers, or clerks. Per- 
haps the head of the stenographic de- 
partment or one of the secretaries might 
do this. In some cases all letters are 
entered in a record indicating to whom 
they were distributed. If more than 
one department is interested in a single 
letter, excerpts are made therefrom and 
sent out to all concerned. Funds en- 
closed with a letter should have the 
amount entered in the record opposite 
the name. Tests should be made from 
time to time, to be certain such funds 
are recorded in the proper account. 


Night Depository Items 


The internal control of the night de- 
pository items is most important. The 
usual procedure is as follows: 

The night deposit safe should be 
under dual control and should be 
opened by two employees of the bank, 
usually a teller and the vault attendant 
or by two tellers. The bags should be 
listed immediately by number and then 
held until the depositor comes to the 
bank with his key to open the bag in 
the presence of a teller and make the 
deposit. Most banks insist upon the 
depositor claiming the bag and making 
the deposit the day following the night 
that the night depository was used. 
This is to avoid having a deposit bag 
remain unclaimed in the bank. 


Cash and Cash Items (Tellers) 


All officers and employees should be 
required to take an annual vacation. 
No teller should be permitted to have 
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The New 
access to the general ledger and should 
a rly excluded from the de- 
posit ledgers’ department and the block 





dey it 

Vault cash should be under dual 
mtrol, and the responsibility being 
usually assumed jointly by the head 
teller and an officer. A book record of 
reserve cash should always be main- 
tained. If the bank has an auditor, he 
should count the reserve cash fron 


should be 
the one 


time; if not, count 
officer other than 
dual control. 


time to 

ide by an 
involved in the 
should count the counter 
and 


The auditor 
cash of the tellers without warning 
at irregular intervals. If there be no 
auditor, the tellers should be required 
to count each other’s cash in similar 
fashion, 

The tellers 
cages. The relief 
separate cash fund. 
collection department clerk, 
savings teller should all turn their 
over to the head teller. 

There should be a “short and over” 
account kept on the general ledger as 
well as analysis thereof by tellers, which 
should be reviewed by an officer from 
time to time. Cash items must be taken 
from the teller at the end of each day 
and carried on the general ledger, being 
cleared through this account. All cash 
items should be approved by an officer. 
The disposition of these items must be 
regularly followed up. 


work in locked 
teller should use a 
The loan clerk, the 
and the 
cash 


should 


Exchanges: Returned _ items 
should be followed up by the bank au 
ditor or an officer to be certain they 
have been charged back to the de- 
positor, or that the cash therefor has 
been collected from the depositor. The 
returned check should be = carefully 
examined to be certain that it is actually 
a depositor’s item, and not a check 
made up as an exchange item to cover 
a shortage. The auditor may effect the 
same sort of check by direct confirma 
tion, just as an independent examiner 
would do it. 


Reconciliation of Statements from 


184 


w York Certified Public Ace 


puntant 


Banks Where Accounts Are Main- 


tained: The auditor should make 
these reconciliations and maintain 
book record of them. If there be 
auditor, some other person “~ pe 
form the task, but it never should | 
done by the general ledger = keeper 


\ll open items should be cleared. Cu: 


rency shipments to the Federal Reserv: 
Bank should have particular attenti 
ime of shipment and when credit 
rive 


Bills Purchased—Collateral Loans 


\ 


\ll notes should bear the initiz 
the officer authorizing the 
possible, a specific ple uce on the not 
should - provided for this approval 
The auditor or other designated officia 
should check the notes against the reg 
ister each day to see that the officer 
initials signifying approval have been 
entered on all notes. (In a bank exam- 
ination on behalf of the directors, it 1s 
good practice to have the paying teller 
authenticate the signature on the notes 
and to examine the corporate papers 
The minutes of the loan committe: 
should be examined to make certain 
that the loan is genuine. In some banks 
it is the practice to have an officer initial 
the note register each dav, as evidence 
that the notes entered on that day are 
proper in all respects. 








lf there is an auditor he should kec; 
a tickler showing the amount of eac! 
note and its maturity date. Fach da 
the loans made are checked against th 
note register and a tickler card is ia \ 
out. The total of these slips should b: 
compared with the daily debit to th 
loan account on the general ledger 
Both partial payments and full pay 
ments are noted on this tickler card 

Notices of loan maturities should be 
sent out to the borrowers through the 
auditor's office or, if no auditor 1s 
there, by an officer. 

The auditor’s tickler 
control over all loans made and his ad 
justed total, giving effect to daily addi 
tions and deductions, should at all times 
with the general ledger con- 
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constitutes 


agree 
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trolling account for Loans Receivable. 
Of course separate ticklers should be 
provided for each class of loan for which 
a separate control account 1s maintained 
on the general ledger. 

While it is excellent practice to con- 
firm all collateral with borrowers, it is 
quite a big task to do it all in one opera- 
tion. This work can easily be divided 
into sections, each of which can be 
completely verified over a period of 
time, thus spreading the work through- 
ut the year. It is desirable to have a 
clerk other than the loan clerk send 
out to borrowers the letters requesting 
confirmation of all collateral to loans. 
This will serve the double purpose of 
verifving both the loan and the col- 
lateral thereto. Collateral, like vault 
cash, should also be under dual control. 

The auditor should list the notes and 
loan ledger balances from time to time. 
lf there be no auditor, then the book- 
keeper or some other clerk (but not the 
loan clerk) should do this and compare 
the totals with the control accounts. 

The auditor should maintain a dis- 
count earnings control and should 
verify the amount of unearned discount 
from time to time. Care must be taken 
to correctly account for a change of in- 
terest rate on a bill discounted or on 
a loan, or an anticipation of payment 
which may or may not be accompanied 
by a refund of interest. Difficulty may 
he experienced if the loan department 
fails to notify the auditor of such 
changes. 

Note teller’s cash should be turned 
over to the head teller at the end of 
each day. 

Past due notes should be segregated 
in a separate control account. Some- 
times the borrowers come in and pay 
off small amounts. A separate card 
record should be maintained for each 
loan which has been charged off to 
profit and loss. The record should con- 
tain a full history of the transaction. 
Any amounts collected should be noted 
on the card record. The auditor or an 
officer should confirm the amount of 
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such loans, or the balance thereof, with 
the borrowers, from time to time. 
Mortgages 

When mortgage loans are arranged. 
the auditor or the authorized clerk. 
( who should not otherwise be connected 
with the loan) should ascertain that 
the following requisite papers have been 
received: The bond and the mortgax 
(which should have been recorded) : 
the abstract of title; and all necessary 
insurance policies (in this connection 
a tickler should be maintained to fol- 
low up all insurance policy expiration 
dates ). 

To effect an adequate internal con 
trol, with respect to mortgages, bills 
for amortization and interest payments 
should be prepared in duplicate. The 
original should be mailed to the bor- 
rower, and the duplicate should be filed 
chronologically by due date and be held 
hy the auditor or an officer. Receipt of 
payments due and inspection of all tax 
receipts should be followed up from the 
duplicate. The auditor should maintain 
a current control over principal and 
interest at all times. A tickler should 
be maintained of all partial payments 
and bills should be checked against this 
record before mailing. 


Savings Accounts 


The danger points to be guarded 
against in this area are: (a) Withhold- 
ing deposits; (b) Making false entries ; 
and (c) Diverting interest from the 
account. 

The bookkeeping in this department 
is usually effected by means of a record- 
ing machine, such as the National Cash 
Register or the Burroughs type. The 
tapes are locked in the machine and 
disclose the amounts deposited and/or 
withdrawn, together with the account 
numbers affected by the transactions. 
The key to the machine should be held 
by an officer or the auditor, who should 
unlock the machine at the end of the 
day, remove the tape, and compare the 
totals in and out with the entry in the 
general ledger control. In some banks, 
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the .master tape is rechecked to each 
individual savings ledger card. 

All corrections which appear on the 
tape must be checked. Sometimes an 
audit clerk is stationed in the savings 
department for a time, and when a cus- 
tomer appears, the savings pass book 
balance is compared by this clerk with 
the ledger card balance in the files. 

Withdrawals should not be permitted 
unless the savings pass book is simul- 
taneously presented. 

Pass books left at the bank should 
always be in the custody of the bank 
auditor or an officer, but never in the 
possession of a savings teller. 

A record should be maintained by 
the auditor (or other officer in charge) 
of the unused pass books in possession 
of a savings teller. The supply of ad- 
ditional books on hand should be kept 
by the auditor or officer. A periodic 
check should be made of the unused 
pass books in the possession of savings 
teller, all numbers being accounted for. 

All closed accounts should be con- 
firmed. A list of closed savings accounts 
should be prepared by the auditor or 
officer in charge, from the register tape. 
It may also be worth while to have 
someone list the deposit slips and with- 
drawal checks and prove the totals 
thereof against the debit and credit en- 
tries to the control. Another valuable 
routine is the verification of the signa- 
tures on withdrawal slips with those on 
the signature cards. It is a good prac- 
tice to have all drafts for large with- 
drawals (say $500 or over) initialed by 
an officer who then has an opportunity 
to discuss the withdrawals with the 
depositor and in many cases is able to 
save the account or help the depositor. 

Interest credits should be checked to 
the ledger accounts. A shortage can be 
covered up by an interest credit not so 
designated. 


Club Savings Accounts: Each 
vear’s accounts should have a separate 
general ledger control account, and the 
total of the checks drawn to liquidate 
these accounts must of course agree 
with this control balance. 
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School Savings Accounts: Collect- 
ors of school savings account moneys 
should be rotated. Prompt confirmation 
should be made of all such deposits. 


Branch Operations: Rotation of 
employees should be a regular bank 
policy. It would be good practice to 
substitute a clerk from the head office 
from time to time. 


Certificates of Deposit: All such 
forms should be numbered consecu- 
tively by the printer with no duplica- 
tion of numbers. Blank forms should 
be locked up in the vault and only a 
small supply should be given out for 
daily use. No certificates should ever 
be signed in blank. The teller should 
issue a receipt for the deposit, which 
is then presented to the officer in charge 
for the issuance of the formal certifi 
cate of deposit. The receipt should be 
used as the posting medium to the gen- 
eral ledger control account. 


Checking Accounts 


Customers’ statements should all be 
mailed promptly after the close of each 
month or, if held to be called for, should 
be kept in the possession of someone 
other than the tellers. Bookkeepers 
should be rotated through the several 
depositors’ ledgers, from time to time. 
l’eriodically, the statements should be 
mailed by the auditor with a request 
to report to him directly in an ad- 
dressed envelope enclosed with the 
statement together with a small printed 
notice requesting confirmation of the 
balance. 


Safekeeping & Safe Deposit 
Departments 


Safekeeping Operations: Prenum- 
bered receipts should be used. In small 
hanks these receipts should be prepared 
in triplicate: the original to the cus- 
tomer, the duplicate to the auditor, and 
the triplicate retained in the bound 
book. Space should be provided for the 
signature of the customer, as a receipt, 
when the items are returned to him. 


April 





~~ a 





be 
ch 
Id 


I 


CP et ee 





Some Suggestions for Attaining Effective Internal Control in a Bank 


All numbers should be accounted for. 
All securities should be under dual con- 
trol, and as the items are placed in the 
vault, they should be checked off against 
the duplicate auditor’s copy of the re- 
ceipt. 

Control of Coupons: If coupons 
are to be cut by the bank, they should 
be under dual control. A tickler should 
be maintained in order to be certain 
that no item which should have been 
collected or sent to the customer has 
been overlooked. The tickler should be 
checked to see that those items which 
have been collected have been credited 
to the customer’s account, or that an 
acknowledgment has been received 
from the customer for all items trans- 
mitted fo him. 


Safe Deposit Department: Ade- 
quate internal control of the operation 
of this department includes: (a) A 
control of operations; (b) A control of 
earnings; and (c) Maintenance of 
proper records for each box, including 
a contract with the renter, a ledger card, 
and a detailed record of all visits to 
the box. 

Spare keys should be under proper 
control, as well as keys to unrented 
boxes. A complete card record of 
rented boxes should be maintained and, 
as rents are paid, a notation thereof 
should be made on this card record. 
Each rent bill should be prepared, in 
duplicate, by an employee not connected 
with the safe deposit department, and 
one copy thereof should be held by the 
auditor or other clerk for the purpose 
of following up unpaid bills and of veri- 
fying all collections. 


Currency Shipped to Federal 
Reserve Bank 


When counted and ready to be placed 
in shipping bags, an officer or the audi- 
tor or a duly designated teller should 
check the count and place the seal on 
the bag. The seal should be in the 
custody of an officer or the auditor. 
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Cashier’s Checks and Certified 
Checks 


Cashier’s Checks: All such checks 
should be prenumbered by the printer 
and all numbers should be accounted 
for. Checks should be made available 
for use in small quantities and the bal- 
ance kept under careful control. 

The officer signing each check shoul ! 
initial the duplicate, which will be held 
by the auditor and checked by him 
against the original, when paid. The 
original should be stamped “paid,” at- 
tached to the duplicate, and filed. The 
duplicates in the unpaid file, when 
listed, must equal the credit in the cor- 
responding control account. 


Certified Checks: When a check 
is certified, a slip is made out in dupli- 
cate. A prenumbered book should be 
used. The original should be immedi- 
ately sent to the deposit ledger book- 
keeper to charge the depositor’s ac- 
count. The duplicate remains in the 
book and, when the certified check is 
returned, it should be checked against 
the duplicate before being paid, to be 
certain that it has not been raised. The 
duplicate should then be stamped 
“paid”. The total of the unpaid dupli- 
cate should always agree with the bal- 
ance of the corresponding control ac- 
count in the general ledger. 


Inactive Accounts 
(Demand Deposits) 

A separate ledger is usually main- 
tained for all inactive accounts. Banks 
usually remove all such accounts from 
the active demand deposit ledgers after 
a period of inactivity, which varies with 
local conditions. The signature card for 
all inactive accounts should be held by 
an officer who should initial all checks 
drawn on these accounts. He should 
compare the signature on the check with 
that on the card, which should always 
be kept under his control. The general 
bookkeeper should be instructed not to 
charge any check to the inactive con- 
trol account unless it bears the initial 
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of this duly designated officer. The 
charges against the control account 
should be checked periodically. 


Bank Investments 


These should also always be under 
dual control. In the same vein, those 
in the hands of others should be re- 
leased only upon two authorized signa- 
tures. Some sort of record should be 
kept of all securities put in and taken 
out of the vault. 

The bank auditor or some other per- 
son should be designated to follow up 
withdrawals of securities to be certain 
of the receipt either of the cash pro- 
ceeds of sale, a receipt from the broker, 
a receipt from the safekeeping bank, 
or a receipt from any other person to 
whom such security might have been 
sent. The auditor or other designated 
person should keep this record open 
until cleared, and should follow up all 
transactions not cleared within a rea- 
sonable time. 

To control the income derived from 


investments the auditor, or some other 
employee, should maintain a record in- 
dicating the names of all securities and 
the book values thereof, whose total 
must agree with the control account 
balance. Distribution columns. should 
be provided for all i2 months of the 
year and, under each month, should be 
entered the income to be received from 
each security during that month. The 
monthly totals should be checked with 
the income account in the general 
ledger. 

When bonds are purchased with in- 
terest accrued to the date of purchase, 
a red (deduction) figure, equal to the 
amount of such accrued interest, should 
be entered under the month correspond- 
ing to the due date of the next coupon 
due. The cumulative total should agree 
with the balance in the income account 
in the general ledger. 

If the bank is on an accrual basis, 
then accruals must be taken into con- 
sideration when checking with the au- 
ditor’s control sheet against the general 
ledger control account. 





KEEP ON BUYING 


UNITED STATES VICTORY BONDS 
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Distribution Costs — Analysis and Control 


Ry J. Brooks Heckert, C.P.A. 


The Problem of Distribution 


A> private competitive enterprise is 
42 restored, American industry must 
look to its markets. With the vast in- 
crease in productive capacity created 
luring the war it is becoming increas- 
ngly evident that distribution will soon 
again be industry's major problem. 
Momentarily there is still little interest 
in distribution. The immediate prob- 
lem in most companies ts still how to 
satisfy customers by giving them less 
than they want. But this situation will 
change faster than most of us realize. 
Alert marketing executives are taking 
this opportunity to “overhaul their 

achines” and prepare them for the 
inevitable competitive struggle ahead. 


Importance of Distribution Costs 


By distribution cost is meant all of 
those costs entailed in getting the goods 
irom the factory door to the customer 

in the case of wholesalers and re- 
tailers, all costs except the cost of the 
erchandise. These include selling, 
advertising, warehousing, transporta- 
tion, credit, and the distribution portion 
of financing and administration, 





J. Brooks HecKert, C.P.A. 
(ohio) and a member of the Amer- 
ican Institute of Accountants, is an 
associate professor of accounting at 
Ohio State University and the 
author of a standard text on distri- 
bution costs. This article is the text 
of an address recently made by the 
author before the Grand Rapids 
Chapter of the N.A.C.A. Some of 
the remarks were also included in an 
another article by him entitled, 
‘Back to Distribution Costs”, ap- 
pearing in the June, 1945, issue of 
The Journal of Accountancy. 
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These are the functions which econo- 
nists like to say provide time and place 
utility. Whey are important to most 
concerns. If sales are $10,000,000, 
these costs will range from $1,000,000 
to $5,000,000 ; hence, they offer a fertile 
field for savings. From a social view- 
point we are told that approximately 
$0.59 of each consumer dollar goes 
for distribution as against $0.41 for 
production. Few concerns have a dis- 
tribution cost of 59 per cent but an 
individual concern is usually only one 
link in the commercial chain reaching 
from producer to consumer, 


Wastes in Distribution 


Qn the whole management and 
accountants have done a much poorer 
job of directing distribution effort and 
controlling its costs than has been 
done with production. There are out- 
standing exceptions but few account- 
ants will question the general state- 
ment. The result is that there have 
been and still are extensive wastes— 
wastes in the time of salesmen calling 
on customers who can never be made 
profitable, wastes of transportation and 
selling effort in territories where the 
company has no business to be, wastes 
in handling small orders far beyond the 
limits of necessary convenience, wastes 
in carrying lines that are both unprofit- 
able and unnecessary, wastes in the 
maladjustment of sales effort to market 
potentialities, wastes in the choice of 
channels of distribution, wastes in ad- 
vertising, and wastes in all the routine 
and mechanical tasks of warehousing, 
transportation, order handling, ete. 
Concerns which have made a first ser- 
ious attempt to analyze and control 
their distribution costs have invariably 
discovered these wastes to exist in very 
substantial amounts. 
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Distribution and Production Costs 


Contrasted 
There are three basic purposes of 
production cost analysis: to determine 


osts for inventory purposes, to provide 
information needed by management in 
establishing production and sales poli- 
cies, and to control costs (i.e. to detect 
costs which are higher than justified by 
the circumstances). All of ‘ 


commonplace. 


these are 
Production cost serves 
largely as the basis for inventory valu- 
ation, The cost of alternative methods 
of production largely determines the 
choice of methods and total cost of 
which the production cost is a part in- 
fluences price or the selection of goods 
to be made and sold. The determina- 
tion of what a specific production op- 
eration should entail in terms of labor, 
material, and facilities, and a minute 
analysis of the actual results provide 
a basis for production cost control. 

In contrast there are two basic pur- 
poses of distribution cost analysis: to 
provide information needed by man- 
agement in establishing distribution 
policies and to control costs. Generally 
speaking the distribution costs are not 
included in inventory values, hence 
their determination for this purpose is 
unnecessary. 

The need for cost information for 
policy and control purposes is fully as 
great with distribution as with pro- 
duction costs—often greater. What 
commodities should be sold, what ter- 
ritories should be served, what classes 
of trade should be cultivated, what dis- 
tribution channels and agencies should 
be employed, what sized orders should 
be accepted, what promotional methods 
should be used, what prices and terms 
should be set, what inventories should 
be carried? These and innumerable 
other such questions can be answered 
intelligently in most concerns only 
with the aid of intensive and continu- 
ous analysis of the distribution costs. 

Likewise, the control of distribution 
costs demands the same type of minute 
analysis of the cost of performing par- 
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ticular functional operations as that 
commonly applied in production. 

Can distribution cost be analyzed i 
such manner as to provide a sound 
basis for the direction of distribution 
effort and the control of its cost, and 
if so, how? The answer is both that 
it can be and must be. The task lack 
much of being accomplished in Ameri- 
can industry, but it can be accomplished 
by the joint effort and ingenuity of 
marketing and accounting executives 


Special Problems of Distribution 
Costs 

Before proceeding with the analysis 
of distribution costs the accountant 
should be aware of certain special prob- 
lems which arise in their analysis and 
particularly those which are in con- 
trast to methods used in production. 
Important among these are the fol- 
lowing : 

1. Distribution Agencies Numerous 
and Varied. The agencies employed in 
distribution are numerous and varied 
in character. Particularly is this ap- 
parent in contrast with production. A 
concern manufacturing washing ma- 
chines, for example, will machine its 
castings in a manner similar to that 
employed by all other such manufac- 
turers. There are fairly definite limits 
to the methods which may be employed. 
But in the distribution of the product, 
concerns may employ entirely different 
agencies and combinations of agencies 
One concern may sell its product to 
mail order houses through the agency 
of a few salesmen; another may spend 
vast sums on advertising and rely 
upon dealers, agents, branches, depart- 
ment stores, foreign agents, etc. The 
problem as to which agency or combi- 
nation of agencies should be employed 
is one to which the cost analysis must 
lend help. 

2. Distribution Methods More Flex- 


‘ible than Production Methods. Again, 


the agencies of distribution may be, 
and frequently are, quickly readjusted 
or shifted from one combination to an- 
other. Policy commitment need not 
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be projected as far in the future as in 
the case of production. The manufac- 
turer of washing machines would meet 
some difficulty in quickly shifting to 
the production of ladies’ underwear. 
He would, in fact, find it difficult to 
quickly change his methods of produc- 
tion of the same product. He may, 
however, rather quickly shift to other 
agencies and methods of distribution. 
This situation calls for a greater de- 
gree of flexibility and versatility in 
distribution cost analysis procedure 
than is usually required for production 
procedure. 


3. Psychological lactors in Distri- 
bution Present Difficultics. Moreover, 
the human element is more pronounced 
in distribution than in production ac- 
tivity. Factors are more largely psy- 
chological and less mechanical. In dis- 
tribution, the action of the buyer as 
well as the salesman must be consid- 
ered, whereas, in production the 
worker alone supplies the human ele- 
ment and his actions may be directly 
limited by the mechanics of the task. 
A surprisingly large part of the distri- 
bution activity is, however, either me- 
chanical or largely repetitive. 

4. Distribution Activities Difficult to 
Standardize. In view of the psycho- 
logical element and continuous read- 
justment of distribution agencies, the 
distribution activities are more diffi- 
cult to standardize than production ac- 
tivities. This implies further that dis- 
tribution performance is more difficult 

» measure. The chief task of the ac- 

nintant in the control of costs is to 
measure performance, but this is im- 
possible without standards of measure- 
ment 

5. Basic Information Difficult to Ob- 
‘ain. Another difficulty is that of se- 
curing basic information. Marketing 
activities may be widely scattered. No 
time keepers and inspectors are at 
hand when a salesman calls on a cus- 
tomer. No stop watch can be placed 
on the reader of a magazine as he leafs 
through the ads. Sales executives and 
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employees are always sensitive to any- 
thing resembling espionage. Sales ac- 
tivities are largely of an intangible 
character and not easily related to spe- 
cific results. The danger of error or 
unfairness requires caution on the part 
of the accountant. 


6. Distribution Costs Difficult to In- 
terpret. Moreover, the information, 
once secured, is difficult to interpret. 
Distribution costs are largely joint and 
indirect costs, not readily assignable 
to specific and immediate results. 
These indirect and joint costs have 
been troublesome in production; they 
are even more so in distribution where 
they constitute a larger proportion of 
the total cost. The interpretation of 
these costs requires intensive study 
and exacting analysis. 

7. Relative and Marginal Costs 
Needed. Another problem is to de- 
termine what costs will be useful. 
When costs are largely indirect or joint, 
only relative or marginal costs are 
likely to be of value. The accountant 
must then produce as many different 
costs as there are purposes to which 
costs may be related. The following 
situations, for example, would each call 
for a different cost: 

Shall a salesman be sent on into 
some adjoining territory not other- 
wise covered? 

Shall the company cultivate an ad- 
ditional class of customers in its 
present territory ?: 

Shall a certain order received by mail 
be accepted ? 

Shall a certain line of merchandise 
be dropped ? 

Only marginal and relative costs will 

supply the need in such cases. 

The question, “What does it cost to 
market a product?” is usually mean- 
ingless. The only answer which can 
be given is some general average which 
can serve no useful purpose, except 
with limited and highly uniform lines. 
What is needed in many cases is rela- 
tive or marginal costs under various 
prescribed circumstances. 
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Analysis by Nature of Items 
‘The first analysis made of distribu- 


tion costs is usually by nature of cost 
items or object of expenditure. Thus 
salaries, advertising, supplies, taxes, 


traveling expense, ete., are recorded 
separately. Such a classification of cost 
is usually made a part of the 
accounts themselves and forms 
the basis of subsequent analysis 

An analysis by nature of cost items 
provides some general information for 
f. for example, 
traveling expense is recorded in a sep- 
irate account, it will be possible to com- 
pare the expense with previous periods 
and determine the ratio of the expense 
to sales volume. Such comparisons 
and relationships may reveal weak- 
nesses if they are extreme; but they 
will not reveal the fact that the cost 
per mile of operating salesmen’s auto- 
iobiles is excessive or that many calls 
are being made on whose 
business, actual or potential, cannot 
possibly justify the traveling expense 
involved. -\gain, it is possible, by such 
analysis, to ascertain the percentage of 


advertising cost to sales; but, if 
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ficient only when there are no prob- 
lems as to the efficiency of particular 
distribution operations ; or 
territories to cover, what commodities 
to sell, what sales methods to emplo 
etc. There are few 
these conditions prevail. 
By this type of analysis it is poss 
1 
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concerns 
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bution function as a whole. But t 
inmany executives know merely ho 
much it costs to carry on busines 
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action on generalities, he must have 
specific facts. 


Analysis by Functional Operations 
The second type of analysis is | 
functions or functional operati 
Hlere it is necessary first to resolve 
distribution activity into specific func- 
tional operations. The following ar 
illustrative of a few such operation: 
a large wholesale concern: 
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Typing country mail orders of 10 
lines or more 

Registering country orders 

Order picking 


Packing, weighing, and stamping 
parcel posts 
Opening and checking cases of 35- 


sorted merchandise 
Computing freight equalization 
Salesman’s call 
functiona! 
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Having established such 
operations (usually ac 
number) a standard cost must be esta!- 
lished for each operation. The proce- 
dure then is the same as that commonl 
used with production costs: namely, 
actual costs are determined and adverse 
variances are reported and corrected. 

The functional analysis not only 
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serves as a control device but also fa- 
cilitates the analysis of costs by man- 
ner of application. Thus, if an analysts 
is being made by classes of customers, 
it is necessary only to record the num- 





ber of units of a certain functional serv- 
ice applied to a particular class of cus- 
tomers, and multiply this number by 
the functional unit cost, to determine 
he share of the functional cost ap- 
plicable to that class of customers. 
While this meth can seldom be ex- 
tended to all distribution costs, it is 
applicable to a considerable part of the 
Sts 


Analysis by Manner of Application 


The third method of analysis of dis- 
tribution cost is one which may be 
termed By \fanuner of Application. It 
s a determination of the direction 
which is being given to the distribution 
effort. Distribution effort, even though 
efficiently exercised, will be unproduc- 
tive unless given proper direction. 
Ultimately it is necessary to extend the 
cost analysis to a point which reveals 
the manner in which the distribution 
effort is being applied. This is neces- 
sary in order to relate effort and cost 
to results obtained, to adjust the effort 
to sales possibilities, and to properly 
balance the distribution factors. 

3y this analysis is determined the 
distribution cost of different territories, 
commodities, customers, channels, op- 
erating units, order sizes. etc. It is 
necessary for an individual concern to 
select from such possible analyses the 
ones which will give its operations 
proper direction. Frequently it is nec- 
essary to make cross-analyses; for 
example, costs may be analyzed by ter- 
ritories and the cost of each territory 
then further subdivided according to 
commodities or sizes of customer or- 
lers. 

After selecting the cost analyses to 
be made, the next step is to classify 
the individual cost items in accordance 
with the directness of their relation- 
ship to each particular analysis. If, for 
example, an analysis is to be made by 
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territories, then it must be known 
which costs obviously and directly re- 
late to individual territories and which 
ones bear only an indirect or remote 
relationship. This is an important step. 
Unless some close relationship can be 
established for the major part of the 
costs, the validity of the results will be 
questioned by executives and they will 
be reluctant to use them. 

For the purpose of analysis by ap- 
plication, distribution costs may be 
divided into three major groups; direct 
‘osts, semi-direct costs, and indirect 
custs. Direct costs, as the term implies. 
are those which can be definitely allo- 
cated. Thus, in an analysis by terri- 
tories, the salaries of salesmen, who 
work exclusively in individual terri- 
tories, are direct costs of those terri- 
tories. The classification of accounts 
in itself usually expresses this direct 
relationship in some one direction. 

Semi-direct costs are those which are 
related in some measurable way to a 
particular analysis. The charges can- 
not be made immediately and directly. 
but a dependable basis of measurement 
is available. For example: the cost of 
packing may be distributed on the basis 
of physical volume; the cost of billing, 
on the basis of number of orders or 
number of lines of billing; or the cost 
of credit supervision, on the basis of 
the number of customers. 

Indirect costs are those costs which 
admit of no measurable relationship 
with any one territory, product, or 
channel of distribution, as distinguished 
from any other. They are recognized 
as a general charge on the total busi- 
ness; and, therefore, if they are appor- 
tioned, some arbitrary basis must be 
used. Ixamples of this type of expense 
are the salaries of general executives. 
and institutional advertising. There 
may be, for example, no well-defined 
relationship between institutional ad- 
vertising and the sale of Product A as 
contrasted with Product B. 

There is always a question as to the 
desirability of allocating indirect costs. 
The results obtained down to the point 
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i these costs may be more useful for 
managerial purposes than an attempt 
to make a complete allocation. Such 
‘osts may simply be considered as a 
residual group and management in- 
formed accordingly. Such a plan does 
uot permit of final profit and loss de- 
termination for individual divisions, 
but such results, even if secured, are 
frequently of little value. 

If a complete analysis of all costs is 
required, executives must be warned 
f the extent to which arbitrary alloca- 
tion has been necessary. There are in- 
stances, however, in which the analysis 
must be complete, as for example, in 
the preparation of defense material for 
hearings before the Federal Trade 
(Commission. 

While there are some indirect cost 
items for which no measurable relation 
an be found, the amount of such costs 
is usually small. A diligent search into 
effort and result relationships will re- 
veal that most distribution cost items 
have some ascertainable basis of appor- 
tionment. 

Space docs not permit a review of 
he methods which may be employed in 
inalyzing costs by territories, classes 
of customers, commodities, order size, 
tc., but there have been a sufficient 
number of alert -concerns who have 
made such analysis to demonstrate its 
practicability. 

Distribution Data Required 
In first attempting an adequate dis- 
tribution cost analysis it is usual to 
tind a striking lack of data pertaining 
to distribution activities. The first step 
is usually to develop a basis of infor- 
mation relative to distribution factors 
and their application in relation to dif- 
ferent classes of products, customers, 
territories, channels, etc. Illustrative 
f such factors are the following: 
1. Analyses of sales in physical 
units 

2. Number of sales transactions 
classified as to size, hour of day, 

CIC. 

3. Number of quotations made 
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4. 


18. 
19. 


20. 


Number of orders classified as 
to size, period in which received, 
Ct. 

Number of order lines written 
Average number of salesmen 
Number of salesmen—days 
Number of calls on old and new 
customers 

Number of days of salesmen’s 
travel 

Number of miles of salesmen’s 
travel 

Average number of customers 
classified as to location, annual 
volume, etc. 

Number of labor hours of: sales 
people, advertising and display 


people, warehouse — workers, 
truck drivers, deliverymen, 
maintenance workers, clerical 


workers, etc. 

Number of returns and allow- 
ances classified as to cause 
Number of units of advertising 
space or time used in the vari- 
ous advertising media 
Number of advertising pieces 
mailed: letters, circulars, fold- 
ers, calendars, ete. 

Number of pieces of advertising 
material distributed: window 
cards, store displays, inserts, 
etc. 

Number of samples distributed 
Number of demonstrations made 
Number of inquiries received 
Number of new customers se- 
cured 

Number of shipments 
Analyses of shipments in physi- 
cal units 

Dollar value of shipments 
Number of ton-mile units of 
shipping 

Number of deliveries 

Number of parcels delivered 
Number of miles of truck opera- 
tion 

Number of shipping claims 
handled 

Physical volume of goods han- 
dled in warehouses 
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Distribution Costs — Analysis and Control 


30. Average size of physical inven- 
tory carried 

31. Rates of turnover in dollars and 
physical units 


32. Average number of accounts 
carried 

33. Number of invoices 

34. Number of invoice lines 

35. Number of remittances received 

36. Number of credit letters sent 

7 - . 1 r } 

37. Average number of days ac- 


counts are outstanding 

38. Average amount of receivables 
carried 

39. Number of mail pieces handled 

40. Number of postings 

41. Number of letters written—dis- 
tribution sections 

42. Number of units filed 

43. Number of tabulating cards 
punched 


To the above must be added the de- 
termination of specific functional op- 
erations performed and the develop- 
ment of operating standards for major 
operations. All of this must then be 
coordinated with the information sup- 
plied by market research and analysis. 


Results Must Be Interpreted 

A word of warning is in point. Man- 
agement’s purpose will not be served 
by merely tabulating the distribution 
costs of the various classes of cus- 
tomers, commodities, etc. The prob- 
lem is far more complex. The cost 
analyses require painstaking interpre- 
tation with numerous answers. Man- 
agement is seldom faced with the simple 
problem, shall we sell in territories A, 
3, or C or to customers X, Y, or Z. 
The problem is usually to make one 
choice of numerous possibilities of com- 
binations of distribution factors. For 
example, what sales methods can best 
be employed for certain types of prod- 
uct to particular classes of customers 
in selected territories. No mathemat- 
ical formula will automatically evolve 
such answers but a basis for mana- 
verial decision will be provided if the 
‘ost data are at hand and are skillfully 
interpreted. 
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In general, we as accountants have 
not done too well in reporting. We 
erind out a vast amount of statistical 
data most of which is in the form of 
raw material and largely wasted. We 
need to fashion much of this material 
into semi-finished and finished products. 
Busy marketing executives need and 
will use sifted and interpreted data as 
to significant trends; specific methods 
which appear costly, unprofitable, or 
unproductive of results; data as to 
probable causes, responsibility, and 
pessible solutions for bad situations; 
the probable cost and results of alterna- 
tive possibilities. We need fewer pages 
of figures and more concise narrative 
comment which will motivate action. 
It is not our responsibility to make the 
ultimate decisions as to marketing 
policies and methods but we can and 
must largely supply the intelligence on 
which such policies are based. 


Robinson-Patman Act Still Exists 


Accountants and executives should 
bear in mind the fact that the Robinson- 
Patman Act and the various state un- 
fair trade practices acts are still on the 
statute books and that compliance with 
these, particularly the former, neces- 
sitates a detailed analysis of distribu- 
tion costs. These acts have been largely 
inactive during the period of price sta- 
hilization but they will be quickly in- 
voked once competitive interest is re- 
vived. 

Conclusion 

If private enterprise is to remain, we 
must make it work, not only politically 
but economically. Managerially we 
must be better than we have ever been 
before. There is still room for wide 
improvement in the field of distribution. 
In this we as industrial accountants 
have an important role. We find our- 
selves busy—perhaps too busy—but 
with all our tribulations we mustn’t 
lose our enthusiasm for the job and 
the task of tomorrow. As Emerson 
once said, “Nothing great was ever ac- 
complished without enthusiasm”. 
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The Accountant’s 


Relationship with 


His Clients in Regard to Fees 


By Ropert I. Everson, C.P.A. 
and 
Pau Fox, C.P.A. 


O* numerous Occasions in the past, 
this Committee has presented to 
the membership of the Society many 
papers concerning audit procedures and 
other matters of a technical nature, 
dealing with monthly audits. 

In the final analysis, the net result of 
all of the recommendations made was 
that the accountant assumed additional 
work and responsibilities. Naturally, 
there was a tacit implication that the 
accountant, having assumed additional 
responsibilities as well as having given 
additional services to his client, should 
he compensated for this extra service. 

3y this time the other papers pre- 
sented tonight undoubtedly will have 
raised at least two questions in your 
mind, questions that are wholly outside 
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the topics presented by the preceding 
speakers. They are: 

1. The adequacy of your compensa- 
tion for regular accounting § ser- 
vices. 

The adequacy of your compensa- 
tion for other professional ser- 
vices. 


to 


Fees have rarely been discussed pub- 
licly, although at the close of numerous 
technical meetings, individual account- 
ants have propounded the question as 
to how they were to be paid for the 
additional services rendered to the 
client. 

This paper attempts to make recom 
mendations leading towards the estab- 
lishment of a more rational basis for the 
determination of adequate accounting 
fees. We shall not attempt to place a 
value upon any accountant’s services. 
Iie must do this for himself, in the light 
of the factors set forth in this discussion. 

There are many factors involved in 
the setting of fees, such as the nature 
and extent of the business, its financial 
status, the type of service to be ren- 
dered, as well as its importance to the 
client. 

One of the most dificult problems 
facing many practitioners is that of ob- 
taining satisfactory remuneration for 
the services rendered. The first step 
in any consideration of this problem is 
the proper evaluation of his services b) 
the accountant himself. Too often his 
anxiety to obtain a new client influences 
him to accept whatever compensation 
he can get, without formulating a rea: 
sonable basis for the size of his fee, and 
without making an effort to obtain a 
fair fee. 

Sometimes an accountant will accept 
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The Accountant's Relationship with His Clients in Regard to lees 


an inadequate fee initially because he 
believes that this partciular client has 
great possibilities of growth, and that 
when the concern docs grow it will 
compensate him adequately. [f you tor- 
low this procedure, you must put the 
client on notice that he is receiving 
more service than he is presently paying 
for, so that he does not regard your 
inadequate compensation as a fair and 
equitable fee for the future. Remember 
that this tvpe of speculation on the 
growth of a client may be illusory. The 
mortality rate in small businesses is 
rather high. 

It is our belief that some firms and 
practitioners have no set procedure in 
fixing their fees. 

We, as accountants, render services 
to clients which may be summarized 
under the following three headings: 

1. Accounting services, consisting of 
monthly, periodic or annual ay- 
dits ; 

2. Tax services; and 

3. Technical and consultation ser- 
vices which would include sys- 
tems, budgets, special investiga- 
tions, renegotiation problems, and 
all other such special services as 
are performed by accountants. 

Our fees should be fixed with regard 
for these three categories. In some 
cases an annual fee might be charged 
for the accounting services, separate 
and distinct from the annual fee for 
the tax services. If the tax services 
should go beyond the Revenue Agent’s 
examination, services described in the 
third classification, above, might be in- 
volved. 

In order to arrive at the size of the 
annual retainer, the accountant must 
first prepare an estimate indicating the 
members of the staff to be assigned to 
the engagement as well as the approxi- 
mate time to be spent on the particular 
work involved. In order to determine 
this particular point, he must carefully 
prepare the proposed audit program, 
which will include all of the steps that 
he feels are necessary in the particular 
case involved. Naturally, before he is 
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in a position to prepare an audit pro- 
gram, he must make an investigation of 
the client’s affairs in order to determine 
the client’s accounting needs. 

In your conference with the client 
about your annual retainer, he must 
understand that it usually includes all 
of the following work: 

1. Regular, periodic auditing ; 

2. Year-end work (which places an 
additional burden on the account- 
ant, often equivalent to a quarter 
of the entire year’s work) ; 

The preparation of all tax re- 

turns ; 

+. The preparation of credit agency 
statements ; 

5. Reports—both monthly and an- 
nual ; 

6. Conferences with the client ; and 

7. Attendance at Revenue Agent’s 
examinations of the tax return. 


~~ 


All of these seven items should be 
considered by the accountant in his 
compilation of the factors involved in 
the determination of the annual fee. 

We believe that the presentation of 
this list of the different services to be 
rendered will educate the client to the 
extent and scope of the work that the 
accountant will do for him. Very 
often the client, himself, will advance 
suggestions to indicate what portion 
of the work he wishes investigated and 
stressed. No client can arrive at a fair 
evaluation of the accountant’s service 
unless he has a general familiarity with 
what an accountant does during the 
time spent on his audit. The audit 
program should be reviewed from time 
to time and changes made when neces- 
sary. 

After a definite arrangement has 
been made in regard to the annual re- 
tainer, it may be desirable, in some 
cases, that such understanding be con- 
firmed by an exchange of letters be- 
tween the accountant and his client. 
thus obviating any possible misunder- 
standings. Bear in mind that the 
accountant should not absorb in his fee 
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such costs as traveling expenses, which 
should be reimbursed separately. 

The size of fees for technical services 
to be rendered, can only be determined 
when and as these problems arise. Fix- 
ing fees for such services is a difficult 
problem, and certain factors must be 
considered. One of the most important 
points is that the client understand that 
there must be additional compensation 
for these technical services apart from 
the annual retainer. 

Time records should be kept. Where 
practical, the client should receive a 
eport on the particular. matter in- 
volved. He must be educated to realize 
that the proper performance of this 
work requires highly specialized knowl- 
edge and skill and that the results 
accomplished carry great weight in de- 
termining the size of the fee. We also 
helieve that the rates of compensation 
in this connection should be higher than 
the rates employed in setting an annual 
retainer. 

In view of the fact that the time factor 
is the major basis of our annual re- 
tainers, the accountant must keep ade- 
quate and accurate time records. The 
importance of keeping accurate time 
records cannot be overemphasized. In 
any discussion with a client it provides 
convineing evidence of the exact time 
spent on his work. The presentation 
t either a copy or the original of a 
client’s time records makes a far better 
talking point than any off-hand estimate 
of the time involved in any audit. 

\t the end of the year a review 
should be made of the time records to 
determine just how much time has 
been spent on the affairs of each client 
and, if instances are found where a far 
greater amount of time has been spent 
than was originally contemplated, the 
accountant is then in a position to ask 
for additional remuneration for the 
coming vear and, perhaps, even secure 
an adjustment of the retainer for the 
year just passed. 

It probably will be found in those 
instances where fees are inadequate 
that the accountant does not devote 


sufficient time and thought to the 
proper determination of fees. We d 
not advocate any high pressure sales- 
manship methods. Not only would 
these be incompatible with the dignity 
of a profession as important as ours, 
but also in the long run “pressure” 
methods are not conducive to lasting 
mutually beneficial relationships with 
clients. We do feel, however, that 
the auditor should so plan his relation- 
ship with his clients as to develop i 
them a fair degree of understanding 
and appreciation of the value of his 
work. 

Some practitioners make too little 
use of their own offices for consultation 
with clients. This is a psychological 
mistake. Where practical, you will 
find that clients will have a higher 
regard for your professional standing 
if they occasionally will visit your 
office, see the various tax services. 
information services, economic journals 
and library that you have, and are 
tactfully made aware of the study and 
effort involved in your keeping abreast 
of current developments. It will also 
help to convince them that you have the 
latest and most up to the minute 
sources of information at your com- 
mand, and can give them accurate and 
helpful answers. Last, but not least, 
it will make them realize that you, too, 
have a definite overhead expense which 
you must include in your fees. 

The client should be made to realize 
the value of any suggestions for system 
improvement and saving of employee's 
timie that you may introduce. His eval- 
uation of your suggestions depends to 
a great extent upon the way in which 
you present them. Give valuable sug- 
gestions the importance they deserve. 

We are aware that in spite of 
the aforementioned recommendations, 
many clients have a very definite idea 
of just how much they want to spend 
and will not be influenced by any of 
these suggestions. However, we do 
feel that with this method of presenta- 
tion you will meet a greater measur 
of success generally. All these sugges- 
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Lhe Accountant's Relationship with His Clients in Regard to Fees 


tions are not recommended purely from 
a selfish standpoint, or merely for the 
purpose of securing additional remu- 
neration for the firm or principal. We 
believe that it is to the best interests of 
the profession as a whole that all 
accountants be adequately and fairly 
compensated. 

Conscientious as the accountant may 
be, he is undoubtedly influenced by the 
fact that, at times, he is inadequately 
compensated. In the long run this 
will often unconsciously lessen his 
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efforts on behalf of the client. The 
dangers of this situation to the client, 
the accountant and the profession as a 
whole are obvious. 

It is only be continuing to perform 
professional work measuring up to the 
highest and most exacting standards 
that the profession can be worthy of the 
responsibilities imposed upon it. In re- 
turn, members of the profession should 
receive fair and adequate compensation 
for these services. 
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Standard Ratios—Fact or Fallacy? 


John N. Myer continues his crusade 
against the indiscriminate use of stand- 
ard ratios in his article entitled, ‘‘Falla- 
cies in the Balance-Sheet Approach” 
(The Accounting Review; January, 
1946). There is much to be said for 
his proposition that, as now generally 
prepared, such ratios often have doubt- 
ful validity. 

The acceptance by analysts of the 
ratio method of statement analysts has 
inevitably led to pressure for the crea- 
tion of standards whereby the “nor- 
mality” of ratios developed for indi- 
vidual businesses might be measured. 
Were these norms to have been derived 
with statistical validity, little objection 
to their use could be raised. But when, 
as Mr. Myer has frequently asserted, 
they are the result of an averaging of 
figures representing a specified ratio 
for a large number of firms in the same 
industry, without regard to the homo- 
genity of the grouping, the uniformity 
of the data, and the reliability of the 
averages, the accuracy of the result may 
reasonably be challenged. 

It seems almost obvious that a set of 
industry-wide standards is generally 
hound to represent heterogeneity rather 
than homogeneity. Some smaller group- 
ing, that would perhaps reflect a simi- 
larity of managerial policy, would prob- 
ably be more nearly correct for the 
purpose. 

Then too, the financial statements 
utilized in computing any valid stand- 
ards must necessarily have been pre- 
pared upon the basis of identical 
accounting principles, methods and con- 
ventions as well as be the result of the 
exercise of like personal judgments on 
the part of the accountants involved in 
their preparation. Balance sheets would 
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also have to be adjusted for such dif- 
ferences in the valuation of assets as 
reflect the inequality of price levels in 
different years of acquisition during a 
business cycle. And, of course, all state- 
ments would have to reflect the same 
fiscal period and closing date to avoid 
distortions due to seasonal influence. 

Lastly, a simple arithmetical average, 
even of homogeneous data, is not 
always a reliable measure of central 
tendency where the inter-quartile range 
is wide. Nor will the use of the median 
of a series of comparable percentages 
for a specified ratio necessarily produce 
a more reliable index. Some analysts 
prefer the mode, which is the measure 
containing the largest frequency of 
items. In order that any standard ratio 
be really meaningful, it must be reason- 
ably representative of all the individual 
ratios included in the array from which 
it was derived. Any measure of central 
tendency, be it average, median, or 
mode, which purports to typify a group 
of figures displaying large deviations, 
will almost always create an erroneous 
impression in interpretation. Thus, the 
use of a standard ratio of 23.5 per cent 
(the median) can hardly be considered 
representative of 300 cases, when those 
in the middle 50 per cent of the array 
vary from 12.5 per cent (lower Quar- 
tile) to 41.4 per cent (Upper Quartile), 
which is a greater deviation than the 
size of the standard itself and, further. 
when half of the measures vary from 
the standard by even greater amounts. 
The use of such measures of central 
tendency obviously does not distinguish 
hetween their statistical accuracy and 
the validity of their representativenes- 
for interpretive purposes. The hurdle 
inherent in this confusion must be com- 
pletely overcome before valid results 
may be expressed. 
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Professional Comment 


In his book (Financial Statement 
Analysis, Prentice Hall, Inc., 1945) 
Mr. Myer suggests the probability that 
perating standards may be more re- 
liably obtained than balance sheet 
norms. The transactions summarized in 
the income statements of any group of 
businesses are, for the most part, the 
result of events that have all occurred 
during the particular year under review. 
As a result, in the absence of violent 
price fluctuations during that period 
and with the possible exception of in- 
ventories and the provision for depre- 
ciation, all items in these income state- 
ments will probably have been stated 
in terms of equivalent dollars and are. 
therefore, comparable in that respect 
at least. 


According to Mr. Myer, the future of 
the use of standard ratios would seem 
to depend upon the proper preparation 
of accounting statements for homoge- 
neous groupings based on the presence 
therein of a common, significant mana- 
gerial policy, and the setting-up of 
such standards in terms of maxima and 
ininima, to indicate the range within 
which most of the successful businesses 
are to be found. His viewpoint is 
worthy of serious consideration by 
accountants and analysts, alike. 


Post-War Capital Asset Values 


R. D. Armstrong, C.A., has raised the 
very interesting problem of the extent 
to which the book values of capital 
assets utilized in war-time production 
will continue to represent real asset 
values after the war, as well as the 
proper basis for the computation of 
current depreciation charges during 
subsequent fiscal periods. (The Cana- 
dian Chartered Accountant; October, 
1945.) 

Adjustinents will undoubtedly be re- 
quired at this time in order to obviate 
the improper practice of absorbing any 
inherent losses in future periods by 
means of the continuation of the regu- 
lar depreciation charge on the unad- 
justed asset values. 
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Organizations which have acquired 
capital assets at high war-time prices 
will be in a particularly vulnerable po- 
sition now, not only because these costs 
represent abnormal price levels but also 
because, in many cases, the remaining 
undepreciated cost of these assets rep- 
resents a productive capacity which is 
in excess of their present requirements. 

According to Mr. Armstrong, the so- 
lution of the problem posed involves 
the determination (1) of such values 
for these capital assets as may be justi- 
fied by post-war conditions and (2) of 
the proper means of disposing of book 
values in excess of those which can thus 
be substantiated. 


In answer thereto, Mr. Armstrong 
suggests that the net book value of each 
major capital asset which the company 
expects to continue to use should be 
reduced to such a figure as will express 
its value as an instrument of competi- 
tive production in the post-war period, 
after according due consideration to 
market factors and to the element of 
obsolescence. To avoid burdening the 
operations of subsequent periods with 
improper depreciation charges on non- 
existent asset values, all such differ- 
ences should be written off as soon as 
determinable. 


Better Annual Corporate Reports 


This timely topic recently received 
extended treatment at the hands of Pro- 
fessor Lewis H. Haney of the New 
York University Graduate School of 
Business Administration, in the Janu- 
ary, 1946, issue of “The Controller”. 
It is Dr. Haney’s opinion that at least 
90 per cent of the attention in annual 
reports should be directed to the inter- 
ests of stockholders, including (1) in- 
vestor-stockholders, (2) consumer- 
stockholders, and (3) employee-stock- 
holders. 

For the first group, who comprise 
80 per cent of the total, the primary ob- 
jective should of course be clearly to 
present adequate information about 
their investment in the enterprise. In 
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addition, for the benefit of members of 
the second group, who are probably in- 
terested in the quality and availability 
of the products of the corporation and 
the character of its management, the 
annual report might advantageously 
touch upon these matters. As to the 
last group, the presentation of data 
hearing upon the management’s policy 
with respect to labor relations, wages, 
hours, pensions, and other employee 
welfare. matters will often help to en- 
courage operating efficiency, to reduce 
turnover of employees, and perhaps to 
avuid strikes. 

The better report, Dr. Haney believes, 
should also serve to attract and hold 
new venture capital. To this end it 
should report adequately upon the earn- 
ings and dividend history of the cor- 
poration, as well as upon market con- 
ditions and the prospects for its future. 
It should present the results of the 
usual tests of managerial effectiveness 
by setting forth comparative operating 
statistics and ratios. It might properly 
reflect the impact of taxes and payrolls 
upon the ultimate results of operation. 
Such a report should also afford man- 
agement an opportunity frankly to 
speak its mind about all favorable and 
unfavorable factors affecting the com- 
pany in particular, as well as the entire 
industry as a whole. 

However, since stockholders are its 
principal readers, it is Dr. Haney’s be- 
lief that a comprehensive presentation 
of the balance sheet and the profit and 
loss statement is still the primary basis 
of the annual report. He advocates 
that the kind of report which is best 
for management should also be pre- 
sented to the stockholders whom it rep- 
resents, the sole difference being one 
of detail and method of presentation. 

Soth management and _ stockholders 
desire information regarding estab- 
lished trends as the basis for guiding 
and interpreting future operatiohs. To 
this end Dr. Haney suggests that the 
following data would be important 
enough to warrant inclusion: (1) 
turnover of total capital used; (2) 
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turnover of fixed capital; (3) turnover 
of net worth; (4) turnover of inven- 
tories; (5) turnover of accounts re- 
ceivable; and (6) relationship of prof- 
its to sales and to investment. In order 
that a stockholder might be able t 

prepare or check these primary ratios 
and relationships, the financial state- 
ments included in the report shoul: 
disclose at least the following, in com- 
parative form, for a representative se- 
ries of years: (1) net income from 
sales; (2) the opening and closing mer- 
chandise inventories; (3) the net earn- 
ings; (4) the current position, includ- 
ing the amount of cash, the working 
capital, and the current ratio; (5) the 
total capital employed; and (6) th: 
net worth. 

[In conclusion, Professor Haney cau 
tions that it is as important that the 
annual report be clear and interesting, 
as that it be prepared at all. 


The Eleventh Annual Report of 
the S.E.C. 

The activities of the Commission in 
the field of Accounting and Auditing 
during the fiscal year ended June 30, 
1945, are briefly reported on pages 86 
to 90 of its eleventh annual report, r 
cently made public. 

The Commission disclosed that its 
major problem in this area during thi 
year under review was the applicatio: 
of previously developed procedures to 
the particular problems newly pre- 
sented in registration statements and 
reports. However, four other specific 
matters received extensive considera 
tion at its hands during that time. 

First, it studied the accounting and 
disclosure problems that it anticipated 
would arise when war business cease«| 
and reconversion began. The ultimate 
result was that all companies having 
a substantial amount of war business 
were required to submit quarterly re 
ports as to war and non-war sales and 
as to war orders, beginning with the 
most recently ended fiscal year of th« 
company. In addition, an immediate 
report was obtained whenever a par- 
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ticular termination’ cancelled a war con- 
tract the uncompleted portien of which 
amounted to over 20% of the regis- 
trant’s total sales for the previous 
fiscal year. 

Its second problem was the determ- 
ination of the treatment to be accorded 
terminated war contracts in financial 
statements issued prior to the date of 
final settlement. The development of 
Uniform Termination Procedures un- 
der the Contract Settlement Act of 
1944 clarified this problem and pro- 
duced an acceptable procedure for re- 
flecting such claims in financial state- 
ments. The Committee on Accounting 
Procedure of the American Institute of 
Accountants issued its bulletin “Ac- 
counting for Terminated War Con- 
tracts” (Accounting Research Bulletin, 
No. 25) in April, 1945. 

The third problem involved the dis- 
position of so-called war reserves, which 
were established during the war period 
by many companies as a measure of 
protection against losses and expenses 
which they expected would be encoun- 
tered in the postwar period, but which 
it was felt should be attributed to war 
operations. This important problem 
continues to receive extensive study 
and consideration at the hands of the 
Commission, with a view to arriving at 
a practicable solution. 

The fourth problem facing the Com- 
nission was the question of whether 
there are circumstances under which 
certain items of income, expense or loss 
night justifiably be excluded from the 
‘omputation of net income as shown by 
the profit and loss statement and 
carried directly to earned surplus. A 
study is presently being made to es- 
tablish reasonably clear-cut and objec- 
tive criteria for determining when, if at 
all, such items might be considered to 
he so extraordinary in nature as to 
permit their exclusion from the com- 
putation of net income. 

Several important accounting re- 
leases were also issued by the Com- 
mission during the past year in its 
Accounting Series, including #50, con- 
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cerning the practice of writing down 
goodwill by charges to capital surplus ; 
#51, dealing with professional stand- 
ards as applicable to a particular case 
under consideration; and #52, discus- 
sing certain problems relating to the 
presentation in financial statements of 
federal income and excess profits taxes 
in cases where a company, for which 
individual finaycial statements are filed, 
pays its tax as a member of a consoli- 
dated group of companies. 


The Factory Accountant’s Role in 
Management 


With the reconversion of industry 
to regular peacetime pursuits, manage- 
ment once again finds itself confronted 
with the need for reliable cost informa- 
tion and adequate operating controls 
to enable it to operate its factories 
efficiently. 

According to C. E. Jarchow, the fac- 
tory accountant (or works auditor, as he 
is often called) deserves greater recog- 
nition in this connection as an important 
member of each local plant mana- 
gerial team (The Factory Accountant’s 
Place in Management; N.A.C.A. Bul- 
letin, February 15, 1946). As the 
representative of the comptroller he is 
in full charge of all accounting work 
at the plant. He has the responsibility 
for the selection, assignment and in- 
service training of all new accounting 
employees at the factory. As chief plant 
accountant, he represents the company 
in many all-important outside contacts. 
He must also interpret all financial 
data to the head office, correctly and 
promptly. 

The principal functions which he 
thus performs are (1) the supervision 
of the routine office duties; (2) audit 
and financial control, consisting prin- 
cipally in safeguarding the assets used 
in factory operations; (3) the prepara- 
tion and distribution of reports which 
serve to disclose the current status and 
the results of operation, as well as to 
measure the effectiveness of this per- 
formance; and (4) the rendition of ad- 
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vice and information to the plant 
management executive which will en- 
able him to solve such problems as: 
How can the factory be operated more 
efficiently? How can it obtain better 
costs or a better product ? How can it 
become a more satisfactory unit of pro- 
duction to all interested groups; viz., 
the owners of the business, the em- 
ployees, and the customers? 
Production costs, says Mr. Jarchow, 
must be considered not only from their 
effect upon financial results but also 
from the viewpoints of company policy 
and the daily control of factory opera- 
tions. The factory accountant can con- 
tribute to this result by calling manage- 
ment’s attention to the areas in which 
cost penalties are being incurred and 
wherein cost economies may be effected. 
And, since various special cost data are 
often helpful in solving these mana- 
gerial problems, the author concludes 
with a discussion of such specialized 
phases of cost accounting as Marginal 
Costs, Costs for Pricing, Budget Costs, 
Costs of Special Runs, and Costs of 
New Products, pointing out, of course, 
that care must be taken to restrict their 
use solely to appropriate applications. 


A Payroll Case Study 


Mr. I. J. Nicholas Zavodney presents 
an interesting case study of payroll 
practices and procedures in the Febru- 
ary 15, 1946, issue of the N.A.C.A. 
Bulletin. 

Ife discusses the factors of factory 
organizational structure, the ‘“‘tools’’ 
employed in collating the payroll data, 
and the accounting and office proce- 
dures followed in the preparation of 
the hourly factory payroll. 

The payroll organizational structure 
described by him is subdivided into 
four separate functions: first, recording 
the hours worked; second, computing 
the earnings ; third, preparing the pay- 
roll; and fourth, furnishing the statis 
tical reports. The complexities occa- 
sioned by the factors of (a) the extent 
to which the standard hourly rate is 


? 


supplemented by rate changes, eit 
through progression systems 
through systematic upgradings 
changes in rates, (b) the extent 
which the hourly system is 
mented by an incentive system, and | 
the extent which payroll deduct 
services are being rendered to em- 
ployees, are all noted and considere:|! 

The “tools” employed in gathering 
the essential payroll data are the clo 
card and the addressograph plate. TI 
latter, it must be noted, is very clev- 
erly designed and used for this purpose 

The procedures for hiring new em- 
ployees; the work of the shop payrel! 
clerk, of the central payroll unit, and 
of the payroll machines; the prepar 
tion of pay drafts; the statistical rec- 
ords with respect to earnings, social 
security and withholding taxes; th 
labor distribution problems; are all 
outlined as they take place in t! 
studied case. 


supp 


A Costly Clerical Error 


The daily press recently reported a 
very serious clerical error which was 
made in a 1945 capital-stock tax return 
for a large New York corporation. It 
had intended to make a declaration of 
value of $120,000,000. However, the 
value was erroneously stated to be 
$12,000,000 on the face of the return. 

The Treasury Department refused 
to accept an amended declaration but, 
having been convinced that this unfor- 
tunate occurrence was but an “obvious 
clerical error”, it recommended relief 
for the corporation through special leg- 
islation. Thus far, the House has acted 
favorably upon it and. if passed, it 
would save the company $140,000 in 


taxes. A costly error, indeed! 


Reports to Alien Property Custodian 
on Property and Interests of 
Germany and Japan and 
any National Thereof 


The attention of the profession is 
directed to a new set of instructions 
issued by the office of the Alien Prop- 
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erty Custodian on December 31, 1945, 
pursuant to General Order No. 34. 
Complete information under the head- 
ings of Who Must Report, Whose 
Property to Report, What Property to 
Report, How to Prepare Reports, 
Where to Obtain Report Forms, and 
When and Where to File Reports, is 
to be found in the circular. 


Fidelity Bonds 

The Surety Association of America 
has prepared a booklet on Fidelity 
Bonds ior the information of certified 
public accountants. It has been de- 
signed to furnish the practitioner with 

brief outline of the various fidelity 
forms so that he may be in a better 
position to help counsel a client as to 
the inadequacies of his coverage in this 
area, and thus make his financial struc- 
ture more secure. 

A complimentary copy thereof may 
ye had merely by writing for it on your 
professional letterhead to The Surety 
Association of America, 60 John 
Street, New York 7, New York. 


Laundry Cost Accounting 
An extended note on this subject, 
prepared by Mr. John Carruthers, ap- 
peared in the March 1, 1946, issue of 
the N.A.C.A. Bulletin. It deals with 
the determination of laundry costs by 
types of service. 


Accounts Receivable in Volume 

\n interesting case study of the ac- 
counting procedures used by a large 
public utility in handling 800,000 active 
customers’ accounts is very clearly and 
concisely described by Mr. John D. 
Elliott of The Detroit Edison Com- 
pany, in the same issue of this Bulletin. 


Report on a Study of Income From 
Independent Professional Practice 

Messrs. Milton Friedman and Simon 
Kuznets have recently completed a very 


comprehensive statistical study* of the 


monetary rewards from independent 
practice in the professions of Certified 
Public Accountancy, Consulting Engi- 
neering, Dentistry, Law and Medicine. 
The investigation was begun in 1933 as 
a by-product of a study of national in- 
come in the United States, and was 
completed in 1941. The analysis pre- 
sented covers data for the years 1929 
to 1936. Although no attempt was made 
to bring the results up-to-date by the 
inclusion of more recent data, the 
authors express the possibility that 
some of the factors suggested and their 
consequences are likely to persist, 
although their conclusions are neces- 
sarily limited by the peculiarities of the 
period studied despite the fact that they 
have attempted to eliminate any year- 
to-year fluctuations of data. 

During the progress of this study 
the researchers estimated the number 
of gainfully employed persons in the 
United States to be about 50,000,000, 
of which 3,000,000 were professional 
persons. In the latter group, some 600,- 
000 were estimated to be in independent 
practice, and it was with this sub-group 
that the authors were principally con- 
cerned. Their statistics as to the per- 
centages of persons engaged in inde- 
pendent practice in the several profes- 
sions studied, as well as the division 
thereof as between sole practitioners 
and firm members follow: 


In Inde- 
pendent Members Sole 
Professions Practice of Firms Practitioners 
Dentistry 82% 
Medicine 80% 
Law 69% 17% 52% 
Certified Public 
Accountancy 67% 22% 45% 
Consulting | 
Engineering 4.4% 2.2% 2.2% 


The comments with respect to the 
study that follow are limited to those 
believed to be of interest to the account- 
ing profession. 

The statistics collated by the re- 
searchers disclose the average income 


_ *Income From Independent Professional Practice, by Milton Friedman and Simon 
Kuznets; pp. xxxili + 599; National Bureau of Economic Research, New York, 


1945, $4.50. 
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level in the five professions and the ex- 
tent of the range in incomes to be as fol- 
lows: 

EXTENT OF 


RANK OF RANGE IN 
PROFESSION aVERAGE INCOMES 
indecreas) INCOME Variability 





ing order) LEVEL (in dollars) 
Consulting Consulting 
En iginee rir ng Engineeri 
Certined Public 
Act yjunt incy 
Law 1 


Medicine 





Dentistry " Dentistry 


Thus, the data indicate that the av- 
erage independently practicing certified 
public accountant enjoys a_ higher 
average annual income ($5,180) than 
lawyer, doctor, and dentist, 


but within a much narrower range of 


made of the effect 
location of prac- 
ount for dif- 


upon income of the 
tice, a factor that may ac 
ferences among ceived by 
practitioners in the profession. 
When tabulated by size of communities, 
the level of the average annual income 
of certified public accountants tends to 
lecline with the size of the community, 
varying from an average of $6,031 in 
the unit of largest size to $3,507 in the 
smallest unit. The authors note as out- 
standing the low average income of all 
professional men, including account- 
ants, in the very small communities. 
No attempt was made, however, to 
measure the effect of differences in the 
cost of living upon this result. When 
tabulated by geographical regions, no 
such large variations is apparent 
although practitioners in the highly ur- 
banized regions show a higher average 
income, 


ibsence 
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region to reg! 


fessional income from 4 
that there is sufficient geo- 
graphical mobility among _ professional 
workers to prevent differences 
from arising or being maintained. 


1 sete 
suggests 


, ED, 
iarge 


Other data collated by the authors 
indicated that the average ince [ 
firm members is considerably higher 


an that of sole practitioners. How- 
¢ 


ever, the differences between the in- 


‘ome of individual practitioners and 
irm members is greatest for lawyers 
ma least for accountants. 


Appar ntly, 
int of income earned 


from the ‘& 
aca a the average 


the statistics 


view] 


single practitioner in acc untancy is not 
much worse off than his fellow-account- 
ant who practices as a member of 


I 


The stability of relative income 
status (i.e., the year to year change in 
position that any one individual occu- 
pies in the group of practitioners), was 
also studied. A considerable degree of 
stability of relative income status was 
found to exist in all professions except 
engineering, although an individual's 
absolute income would vary from year 
to year with the fortunes of the econ- 
omy and of the profession as a whole. 
Medicine and dentistry were found to 
be somewhat more stable in this con- 
nection than accountancy and law 

The inquiry into the factor of teni- 
poral changes in income (changes 
the economic fortunes) of the protes- 
sional groups, produced very significant 
results. The data studied demonstrated 
that professional people do mot enjoy 
relatively sheltered incomes and are not 
affected than other workers by 
cyclical movements in economic ac- 
tivity. 
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The Fundamentals of Accounting, 


by Donald H. Mackenzie. THE 
MAcMILLAN Company, New York, 
1946, xiii 683 pages, $4.00. 

In his “Economics of Accountancy”, 
Professor J. B. Canning criticized ac- 
counting literature as proceeding by a 
sort of patchwork and tinkering in the 
sense that there was “little going back 
to fundamentals for a fresh start”. As 
one begins a reading of Professor Mac- 
kenzie’s new textbook on the funda- 
mentals of accounting, one is lead to 
hope that the criticism has been met 
and that here is something in the way 
oi a “fresh start”. The title page indi- 
cates that the text is “A Cost and 
Revenue Approach”, while the preface 
points out that the subject is developed 
irom “detined concepts of costs and 
revenues” and not from the balance 
sheet and the balance sheet equation, as 
is usually the case. As a result of this 
approach, a number of advantages are 


said to follow. 





It can scarcely be said that one’s 
hopes in this respect are realized. It is 
te that the introductory chapter is 

owed by a chapter entitled “Reve- 
nues, Expenses, Profits”, which is de- 
voted to the matter of costs and reve- 
nues and the process of “matching” 
costs against revenues in the deter- 
mination of profit. It is also true that 
these concepts are ably presented in 
accordance with the best thinking on 
the subject and that the emphasis must 
needs be highly beneficial to the stu- 
dent. But in the third chapter one 
comes to the balance sheet and the bal- 
ance sheet equation, and from there 
in, the development of the double entry 
method and the system of ledgers, 
journals and original evidences of 
transactions follows fairly closely the 
standard pattern. 





This criticism should not be per- 
mitted to obscure the genuine merits 
of the book. The basic subject matter 
is developed carefully and logically in 
the first twenty chapters, which are 
followed by chapters on manufacturing 
accounting, cost accounting, partner- 
ships, corporations, balance sheet analy- 
sis, and budgetary control. There is 
evidence throughout that the author is 
familiar with the most recent develop- 
ments in accounting thinking and ac- 
counting practice; the presentation is 
therefore modern and up-to-date in 
every respect. Full consideration is 
given to the various managerial uses 
of accounting, including such important 
matters as fixed and variable costs, in- 
crement costs, price policies, etc. 

In addition to the foregoing, the ar- 
raugement of the text, after the first 
eight chapters, is highly flexible so that 
the instructor may place emphasis on 
the managerial, the bookkeeping, or the 
theoretical aspects of accounting, as he 
pleases. Many of these latter chapters 
are in substance independent units so 
that the book is readily adaptable to 
long or short courses. Finally, the prac- 
tice material, including four practice 
sets, practice tests, forms, etc., is ade- 
quate and carefully arranged. 

Using the text and the supple- 
mentary material, no diligent student 
should fail to master the techniques of 
the subject, and as a result of his study 
he should acquire a very keen “aware- 
ness” of the manifold uses and possi- 
bilities of accounting data. 


James L. Dour 


School of Business 
Columbia University, N. Y. 
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Cost Accounting (Third Edition), 
by W. B. Lawrence. PRENTICE- 
Hatt, Inc., New York, 1946. xv + 
606 pages, $5.35. 


3y the time a textbook reaches its 
third edition, it must certainly imply 
continued acceptance by the public to 
which it is addressed, as otherwise the 
toil and burden of revision become eco- 
nomically unprofitable. Since its first 
appearance in 1925 Lawrence’s Cost 
Accounting has gained an enviable in- 
ternational reputation. Lawrence has 
managed to present a compact, work- 
manlike text covering the general out- 
lines of cost accounting. The new edi- 
tion represents progress made in the 
field of cost accounting, though, to be 
sure, progress was sadly interrupted 
during the war years. It also repre- 
sents, as is to be expected, the growing 
maturity of the author in organizing 
and developing his material. Since the 
basic pattern of the text has been set, 
interest centers around the changes 
constituting the revision. 

In general it may be said that the 
pace of the entire book has been quick- 
ened. The opening chapters are always 
difficult and they have been greatly 
improved by a condensation of material, 
and the introduction of basic concepts 
and techniques at the very outset. Sep- 
arate chapters are devoted to depart- 
mental accounting and unit costs and 
these tend to emphasize the nature oi 
the cost accounting process. The quick- 
ening pace is further emphasized by 
the early introduction of the features of 
process and specific order cost systems. 
This is not exactly new since process 
costs were featured very early in the 
first edition. 

What might be called the working 
sections of the book are covered in 
chapters six to thirteen inclusive. They 
deal with material, labor, overhead and 
the monthly closings. A certain amount 
of condensation has taken place, espe- 
cially in the chapters on material cost- 
ing. The labor chapters have been am- 
plified to take account of payroll taxes. 
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In spite of this the two chapters on 
labor suffer from a considerable over- 
simplification of the problem. Incen- 
tive wage plans and payroll accounting 
routine are greatly condensed and re- 
veal inadequately the many procedures 
and checks to be gone through befor 
the final liquidation of the payroll 
Labor costs are under-emphasized and 
the problems of social security account- 
ing are treated all too briefly, even 
when one includes the scant page devot- 
ed to the emplover’s contributory shar 
of payroll taxes in the chapter on manu- 
facturing expense. 

The chapters on manuiacturing ex- 
pense are, on the whole, adequately 
handled, subject to one comment. Ap- 
parently the assumption is that the de- 
partmental accounts are all carried in 
the general or factory ledger. This 
makes necessary a considerable num- 
ber of departmental distribution entries. 
This is reiterated in chapter thirteen 
on monthly closing entries. The time 
involved in putting through the jour- 
nal vouchers for these distributions and 
making the additional postings seems 
largely wasted. It would seem much 
simpler to use the manufacturing ex- 
pense account as a real controlling 
account and to support it with a 
subsidiary departmental expense 
ledger or expense distribution sheet. 
The results are the same as those 
obtained under the former method, 
but the labor of making the distribu- 
tion entries is saved. Incidentally, it 
may be noted in passing that ‘he 
iext nowhere mentions the use ot a 
factory ledger and the use of inter- 
lucking balancing accounts to make 
the general and factory ledgers selt- 
balancing. 

Chapter twelve on factory burden 
uses that term in the sense of applied 
manufacturing expense. Although 
the text explains that the latter term 
is considered the most definite in 
meaning, it continues to use the 
rather indefinite term factory burden 
as synonymous with applied manu- 
facturing expense. 
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The latter part of the new text has 
received the major revisions. This 
has been accomplished by some con- 
densations already noted and by ad- 
ditional condensations of material of 
secondary importance, thus paving 
the way for the introduction of new 
material. It is this new material that, 
above all other things, makes the re- 
vision worth while. The topics added 
include a chapter on joint and by- 
products, chapters on budgets as a 
basis for cost control, executive reports, 
cost and volume production, capacity 
costs, and cost relationships. With the 
exception of the chapter on joint and 
by-products which had been unaccount- 
ably neglected in the earlier editions, 
the new material reflects the growing 
maturity of cost accounting as a sci- 
ence, and its improved techniques for 
accomplishing its appointed tasks. To 
be sure, these chapters do no more 
than indicate the nature of the various 
problems. There is actually little indi- 
cation of how budgets are constructed. 
The term “variable budgets” is used 
in place of the more commonly accepted 
“flexible budget’. 


The chapter on executive reports 
might well have come earlier in the 
text, as an adjunct, for example, to the 
author’s chapter on analytical financial 
statements. The chapter on costs and 
volume introduces the concept of the 
break-even point and also that of pre- 
paratory or development costs. As to 
capacity costs, the author has done 
little more than to define the various 
kinds of capacity, to wit, maximum ca- 
pacity, practical capacity, etc. Normal 
capacity, certainly one of the most im- 
portant developments in cost account- 
ing, is dismissed in half a page. The 
chapter on cost relationships deals with 
cost differences resulting from the 
manufacture of different sizes, quanti- 
ties, and styles. It also discusses cost 
differences where different methods of 
manufacturing are possible. But no- 
where is there a forthright presentation 
of differential costs, or differentials 
resulting from alternative choices. 
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The author’s treatment of standard 
costs has always been one of his weak- 
est features. In these days, when stand- 
ard cost techniques have been so high- 
ly developed, students should at least 
be informed of the fundamental types 
of standard cost systems, i.e., cur- 
rent and basic, and learn the main fea- 
tures of each. This was not done in the 
instant case. Furthermore, Lawrence's 
treatment of variances leaves much to be 
desired. Manufacturing expense vari- 
ances are commonly analyzed into ca- 
pacitv and controllable variances, or, 
in the case of many writers and prac- 
titioners, into capacity, efficiency, and 
spending variances. Lawrence seems 
to assume that manufacturing expense 
is composed of indirect material and 
indirect labor only (p. 279) and pro- 
ceeds to analyze these into quantity 
and price variances! 

To sum up, Lawrence has produced 
a book which is compact, well paced, 
and readable. Some topics are still 
omitted, and the book could still stand 
some rearrangement of material. It 
may also be said that the author has 
presented, though somewhat sketchily, 
the different costs that are necessary for 
different purposes. In other words it is 
the uses to which costs are to be put 
that determine the cost classifications 
and the types of costs to be employed. 
These uses include costs for pricing 
purposes, for cost control, for inventory 
valuation and profit determination. It is 
the realization of these things that has 
raised the modern cost accountant to 
the level of high responsibility in in- 
dustrial management that he occupies 
today. It has raised cost accounting 
itself from the level of a mechanical 
computation of historical costs to a 
dynamic tool for serving management's 
needs. 

THEODORE LANG 


Graduate School of Business 
Administration 
New York University, N. Y. 














OFFICIAL DECISIONS and RELEASES 








AMERICAN INSTITUTE OF 
ACCOUNTANTS 


February 25, 1946 


To THE MEMBERS OF THE 
AMERICAN INSTITUTE OF 
ACCOUNTANTS 

GENTLEMEN : 

There is attached hereto a report of 
the committee on accounting procedure 
inade pursuant to a resolution of coun- 
cil adopted Mav 1, 1945. 

In issuing this report to the members 
if the Institute the executive committee 
draws particular attention to the limita- 
tions on the scope of the report as set 
forth therein. 

In its first bulletin, the committee on 
Lccounting expressed its 
view that accounting principles and 
rocedures must be established in rela- 
tion to the major purposes of the ac- 
‘ounting. It has indicated that its pro- 

uuncements relate to general business 
iccounting and are not to be regarded 
as in all cases necessarily applicable to 
special classes of corporations. It has 
made reference, for example, to the spe- 
cial accounting problems of investment 
trusts; and it has pointed out that, in 
the case of public utilities, accounting 
treatment of specific items ordered or 
approved by a regulatory body must be 
given recognition even though this re- 
sults in practices at variance with those 
considered desirable for corporations in 


1 
pre CECCUITE 


, 
general. 

The attached report conforms to this 
policy. It should be clearly understood 
that the report does not call in question 
the propriety of any rule laid down or 
proposition advanced by any regulatory 
body as an exercise of powers conferred 
upon it. The significance of the report 
roe tis Man teins CE a Ee 
lies in the indication which it affords of 
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differences in the rules and principles 
which are applied in different fields. 
The existence of such differences be- 
tween regulatory and general account- 
ing is a fact that should be of interest 
to all concerned with accounting. Rec- 
ognition of this fact may influence the 
development of accounting in either or 
both of these fields. 

That the regulatory commissions are 
not bound to follow accounting princi- 
ples generally accepted outside the reg- 
ulated areas was made clear beyond 
question by the decision of the United 
States Supreme Court in United States 
etal vy. New York Telephone Compan 
decided on January 28, 1946. This di 
cision confirms the wisdom of the com- 
mittee on accounting procedure in lim 
iting the scope of its report as above 
indicated. It does not detract from the 
value or importance of that report. 

Financial accounting is still in the 
process of evolution. Out of a study 
and comparison of methods evolved t 
meet varying needs in different fields, 
there should emerge principles, pro- 
cedures, and forms of presentation that 
will make accounting in all fields more 
useful for the purposes which it is de- 
signed to serve. 

For the 
EXECUTIVE COMMITTEE 
By T. Dwicut WILLIAMS 
President. 
()ctober 20, 1945 
To THE EXECUTIVE COMMITTEE 

OF THE AMERICAN INSTITUTE 

oF ACCOUNTANTS 
GENTLEMEN: 

At a meeting of council of the Ameri- 
can Institute ot Accountants held on 
May 1, 1945, the committee on public 
utility accounting presented a report 
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Official Decisions and Releases 


which discussed certain recent decisions 
in utility cases and recited three propo- 
sitions relating to accounting under the 
uniform system of accounts commonly 
adopted by public utility commissions 
which seemed to call for consideration. 
These propositions were as follows : 
“(1) That no new cost can be cre- 
ated by a reorganization that 
does not result in a material 
change of individual stock own- 
ership. 
2) That no new cost can result 
from a transaction that (a) is 
at less than arm’s length or (b) 
may be regarded as effecting 
a pooling of interest. 


w 


That where a change in stock 
ownership takes places without 
any change in corporate entity, 
a new cest can be determined 
ior all the property of the cor- 
poration on the basis of the ag- 
gregate of the sums paid by the 
new stockholders for their hold- 
ings ; and, further, that the cost 
of individual pieces of property 
may be determined by alloca- 
tion of the cost arrived at for 
the aggregate of all the prop- 
erty.” 


The public utility committee added: 
“The propositions thus laid down are 
apparently in conflict with propositions 
idvanced in relation to general account- 
ing in Accounting Research Bulletins 
f the Institute, notably No. 24. This 
committee believes, therefore, that they 
should receive the consideration of the 
committee on accounting procedure.” 

Following the presentation of the re- 
port, council adopted a resolution which 
this committee interprets to be a re- 
quest that it report to the executive 
committee on the foregoing proposi- 
tions, 

In making this report to the execu- 
tive committee, the committee on ac- 
counting procedure has not considered 
the record or decisions involved in any 
regulatory case. Furthermore, the com- 
mittee does not undertake to express 
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any opinion with respect to the policies 
and methods followed by public regu- 
latory bodies in determining the values 
that may be assigned for regulatory 
purposes to properties devoted to the 
public service. The report is based en- 
tirely upon a consideration of the stated 
accounting propositions and their rela- 
tion to generally accepted accounting 
principles for corporate enterprises. 

The monetary values at which a cor- 
poration’s assets are carried should 
fairly reflect the corporate accountabil- 
itv for such assets; they form the basis 
for the determination of depreciation, 
depletion, or amortization and profits 
and losses on sales. For these purposes, 
cost is normally appropriate. The com- 
muttee has asserted this position in Ac- 
counting Research Bulletins Nos. 5 
and 24. 

In Bulletin No. 5, issued in April, 
1940, it said: 

“Accounting for fixed assets should 
normally be based on cost, and any 
attempt to make property accounts 
in general reflect current values is 
both impracticable and inexpedient.” 


In Bulletin No. 24, issued in Febru- 
arv, 1944, it said: 

“The committee has heretofore 
taken the position that accounting for 
tangible fixed assets should normally 
be based on cost, which may be de- 
fined generally as the price paid or 
consideration given to acquire the 
asset in question. Attention is now 
directed to the fact that the same 
principle is applicable to intangibles. 

“, . the committee points out that 
in the case of non-cash acquisitions 
cost may be determined either by the 
fair value of the consideration given 
or by the fair value of the property 
acquired, whichever is the more 
clearly evident.” 


The committee in the same bulletin 
explained the application of the princi- 
ples of amortization accounting to effect 
the rational allocation of the carrying 
value of tangible or intangible assets 
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having a limited term of usefulness. 
The relative shortness of life of most 
fixed assets and the absence of markets 
ior partially consumed assets ordinarily 
make unnecessary any recognition of 
asset valuations other than those first 
determined at the time of asset acqui- 
sition and later modified by the appro- 
priate application of the procedures of 
amortization accounting. It is, recog- 
nized that there are situations, however, 
under which the recorded monetary 
values of corporate assets are no longer 
significant measurements of the ac- 
countability of the corporation for these 
assets. 


Proposition 1; “That no new cost 
can be created by a reorganization 
that does net result in a materiai 
change of individual stock owner- 
ship.” 


This proposition is stated in the form 
of a universal negative; as such it ts 
clearly unacceptable. There may be 
transactions (such as mere change of 
corporate domicile or a transfer be- 
tween companies which are practically 
departments of a single economic unit 
when there is no diversity of interest 
in respect of taxability, regulatory con- 
trols, ownership or otherwise) in which 
there would be no obligation to recog- 
nize a new cost.! However, a new cost 
may and should be recognized whenever 
a new basis of corporate accountability 
is established by reorganization or 
quasi-reorganization if the carrying 
value of assets on the books has ceased 
to be representative of their value. 

In general, the procedures of a re- 
organization and a quasi-reorganization 
give recognition to the fact that as a 
practical matter it is necessary at times, 
and under proper circumstances, to 
acknowledge a fresh or new start for 
the corporate enterprise. It is neces- 
sary, moreover, that the carrving values 





of the assets aiter the new start should 
be based upon monetary values which 
are the most significant at the time of 
the fresh start. These values are those 
which willing buyers and willing sellers 
would recognize as proper when actual 
transactions take place in comparable 
circumstances. If the carrying values 
of the assets were not thus adjusted the 
purpose for which the fresh start was 
made would be defeated and present 
and future stockholders would be de- 
nied the most significant basis of meas- 
uring corporate accountability from the 
date of the new start. 

The committee believes that a ma- 
terial change of individual stock owner- 
ship is not the controlling factor in de- 
termining whether or not a reorganiza- 
tion or quasi-reorganization attended by 
a fresh start is in fact contemplated and 
effected, but that it is necessary to con- 
sider all attendant circumstances. 


Proposition 2(a): “That no new 
cost can result from a_ transaction 
that is at less than arm’s-length.” 


It is the opinion of the committee that 
there is no accounting foundation or 
justification for this proposition. Con- 
fusion has resulted from the introduc- 
tion of the phrase “arm’s-length trans- 
action” into accounting literature. As 
originally used, the phrase implied a 
standard or guide for measuring the 
reliability of money prices or values set 
for articles of commerce transferred be- 
tween a buyer and a seller. It was be- 
lieved that prices or values determined 
in negotiations between a buyer and 
seller who are independent and unre- 
lated most nearly represent significant 
values. In discussions relating to ac- 
counting matters, the phrase should be 
used only in this sense. It is useful 
only as a standard or test of the fair- 
ness of values determined by other 
means. Thus, the reasonableness of 


1 An asset owned by a continuing corporation cannot have a new cost in a literal sense. 
The expression ‘“‘new cost” as used herein is intended to describe a new carrying value which, 
after its establishment, is treated for all practical purposes as it if were cost. As used in 
regulatory decisions the expression “new cost” must be interpreted in accordance with the 
provisions of the applicable classification of accounts and rulings thereunder. 
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prices set in transactions between hus- 
band and wife or between corporations 
and their affiliates or subsidiaries may 
be tested by “arm’s-length” standards. 
Accounting principles and procedures 
should be realistic and practical. Obvi- 
wuusly all transactions are not made be- 
tween wholly independent and unre- 
lated buyers and sellers. The occur- 
rence of transactions cannot be denied. 
So long as the prices or value equiva- 
lents set in them fall within the limits 
which would reasonably be set by 
holly independent parties, the factu- 
lly determined prices or costs are sig- 
sien nt and appropriate for the account- 
ing of both parties. 

The proposition stated suggests that 
it may have reference to either a trans- 
action involving a purchase and _ sale 
between two affiliated corporate entities 
or a transfer from one enterprise to a 
“new” successor as in a reorganization 
or quasi-reorganization. If the former, 
the significance of recorded costs may 
be evaluated by the application of 
“arm’s-length” standards. Ii the latter, 
anew cost’, also to be tested by “arm’s- 
length” standards, may be determined 
for, as stated above, the committee be- 
lieves that the recognition of new mone- 
tary values for recorded values, which 
have ceased to be representative oi the 
values of the corporate assets to which 
they relate, is inherent in any acknowl- 
edgment of a reorganization or quasi- 
reorganization of a corporate enter- 
prise. 


Proposition 2(b): “That no new 
cost can result from a transaction 
that may be regarded as effecting a 
pooling of interest.” 


The pooling® of interest, whether ac- 
complished by a statutory merger or 
otherwise, may represent another situa- 
tion in which a new basis of accounta- 





2 See No Note 1. 
3 The committee assumes that the term 


bility is properly recognized and in 
which assets are most significantly re- 
flected in the accounting records at 
monetary values most nearly repre- 
sentative of their fair value at that time. 
The nature of the transactions falling 
in this category is varied and the prob- 
lems that arise are complex. The com- 
mittee does not deem it to be necessary 
for the present purpose, or appropriate 
at this time, to enter into a full discus- 
sa thereof. It is sufficient to say that 
in the opinion of the committee there is 
aca ie inherent in prior carrying 
values “which in these cases insures or 
guarantees their usefulness as a basis of 
accountability for the entity after the 
oling of interests. 





Proposition 3: “That where a 
change in stock ownership takes 
place without any change in corpo- 
rate entity, a new cost can be deter- 
mined for all the property of the cor- 
poration on the basis of the aggregate 
of the sums paid by the new stock- 
holders for their holdings; and, fur- 
ther, that the cost of individual pieces 
of property may be determined 
allocation of the cost arrived at for 
the aggregate of all the property.” 


Since the expression “new cost’* is 
understood to mean a new carrying 
value which, after its establishment, is 
treated for all practical purposes as it it 
were a cost, the proposition apparently 
raises the question whether a carrying 
value other than cost at the date of ac- 
quisition may properly be established 
on the basis of prices paid by new stock- 
holders for their holdings. 

Normally changes in stockholdings 
do not call for the recognition of new 


asset carrying values on the books of the 


corporation. However, the committee 
regards it is an establised accounting 
principle that a new carrying value tor 


“pooling” as here used refers to a situation in 


which two or more interests of comparable size are combined and would not include a transac- 
tion by which the interests of a small company are combined with those of a company that 


is substantially larger. 
4 See Note 1 
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properties should be determined when a 
new corporation has been formed at the 
time a substantial change of beneficial 
ownership has taken place if the costs 
on the books of the predecessor corpora- 
tion are clearly not indicative of the fair 
alue of the property. Accounting also 
recognizes that where the circumstances 
are such that it would be appropriate 
to create a new corporation to take over 
ine asse of an existing corporation 
1d thereby establish a new basis of cor- 


porate accountability, the same result 
may be acomplished through a quasi-re- 
organization carried out with due 
ormality and without the formation oi 


a new corporation. In either case al 
sienificant evidence relative to asset 
ilue must be considered in order that 
useful basis of accountability will be 
stablished. 


ne price paid pv new ckholders 
cases be 
guide to the proper 


value for the assets owned by 


their holdings may in some 

ppropriate 
carrying 
the corporation whose stock is pur- 
chased. This situation would 
( lear ‘ly exist ssa a subst int tial portion 
oO} the equit) stoc! 1S ransterred 
through ra at ales ee same time 
and at prices reflecting values meeting 
arni's-length standards, provided no 
nore direct evidence of the value of the 
property is available. 


most 


The proposition raises the further 
nestion of whether the cost of indi 
idual pieces of property may be deter- 

ined by allocation of the cost arrived 
it for the acquisition of all the property. 
Che committee in Bulletin No. 24 

nnted out that allocation on some basis 
called for when property that is not 
homogeneous has been acquired in a 
single transaction. However. the fact 
hat a total carrying value different from 
previously recorded is determined 
ir the aggregate does not create a pre- 
in favor of a pr 
individual pr 
to them a part of the new total 
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clear evidence that the value of cach 


sset comprising the group has changed 
in substantially the same order and de- 
[“xperience indicates 
probabilities of such a condition obta 
ing are small. 

Messrs. William H. Bell and William 
A. Paton, who are members of the com- 
mittee on accounting procedure, dis- 
qualified themselves in this matter and 
have not taken any part in the con- 
sideration of these propositions. Mr 
Harry I. Howell dissents from the re- 
port on the ground that its implications 
are not consistent with expanding pub 
lic interest in the corporate reports of 


‘ral business. 


cree, 


SCTIC 


Kespectiully submitted, 


COMMITTEE ON ACCOUNTING 
PROCEDURE 


By Grorce D. BAILey, 
Chairman. 


SECURITIES AND EXCHANGE 
COMMISSION 


\CCOUNTING SERIES 

Release No. 54 

Securities Act oF 1933 

Release No. 3127 

SECURITIES EXCHANGE Act oF 1934 
Release No. 3804 

The Securities and Exchange Commission 
today announced the adoption of an amend- 
ment to — S-X designed to provide 
for special disclosure of war costs, losses, and 
expenses crs being recognized. The 
amendment adds a new sub-paragraph (d) 
to Caption 16 of Rule 5-03 of the Commis- 
sion’s Regulation S-X which governs the 
form and content of most financial statements 
required to be filed under the Securities Act 
of 1933 or the Securities Exchange Act 01 
1934, 

Where war items are excluded from thi 
and carried directly to surplus 
or reserve accounts, the new rule calls for the 
let aggregate amount so excluded to be set 
iorth following the net income for the period 
The nature, amount and treatment of ex- 


ided items ag to be shown in an approprite 
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manner. If the excluded items were de tuctibl 


a brief explanation of their 
ncluded. In additio yn the 
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exact amounts cannot be given, the rule per- 
mits a company to explain the circumstances 
with an estimate of the amounts involved. 
Finally, a statement is required of the prin- 
ciple followed in classifying particular items 
as attributable to conditions arising out of the 
war or its termination. 


The proposed amendments were drafted as 
a result of a staff survey of the practices 
being followed in the creation and utilization 
ot so-called war reserves and of the character 
yf items which were considered by various 
companies to be attributable to conditions 
arising out of the war or its termination. It 
appeared from the studies made that during 
the last five years or more many business 
corporations had set aside substantial amounts 
as reserves against anticipated, though usually 
indeterminate, costs and _ losses broadly 
characterized as attributable to operations 
during the war period. In most instances such 
reserves were set up by means of charges re- 
flected in the annual income statements either 
before or after the determination ot net in- 
come. In other instances reserves of an ap- 
parently similar character had been set up by 
charges against earned surplus. Finally, it 
appears from collateral disclosures made in 
financial statements that some companies, 
although recognizing the possibility of such 
sosts and losses, had set up no reserves but 
had instead regarded earned surplus as avail- 
able to absorb any such charges. 

In cases arising in recent months there has 
lso been evidence of a correlative diversity 
in the accounting treatment proposed for war 
osts and losses consequent to the termina- 
tion of war operations and conversion to 
peacetime business. In some instances it ap- 
peared that companies proposed to charge 
any such items directly to reserves. In some 
of these cases, moreover, the items involved 
were only in a general sense within the 
categories of items for which the reserves 
had been described as having been set up. In 
other cases, companies proposed to charge 
war items directly to earned surplus or to 
income, without regard to whether war re- 
serves had been provided. It also appeared 
hat little uniformity of opinion existed as to 
what constituted a war cost as opposed to 
items fairly attributable to post war opera- 
tions, 








The problems of the treatment to be ac- 
corded war items may, of course, be expected 
to be of relatively short duration. Many 
companies have already indicated that they 
do not anticipate any further, unforeseen war 
items of a substantial amount. In general, 
moreover, it appears that by the close of the 
current year nearly all companies will be in a 
position to estimate with reasonable accuracy 
their further need for war reserves. As soon 
as this condition exists, it may be expected 
that companies will dispose finally of any 
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remaining and unneeded balances of war re- 
serves. 

Under these circumstances it was de- 
termined not to adopt rules prescribing the 
particular treatment to be followed with re- 
spect to war items, but to require instead the 
special disclosures called for by the new rule. 

Draits of the amendment were seft for 
comment to a large and representative group 
of registrants, as well as to professional and 
technical associations, financial services, at- 
torneys, accountants and other interested per- 
sons. A substantial majority of those irom 
whom comments were received approved the 
new rule in principle although suggesting 
a variety of technical changes. Effect has 
been given in the final drait to many oi the 
technical suggestions received. 

The text of the Commission’s action 
fe llows: 

The Securities and Exchange Commission, 
en pursuant to authority conferred upon 
it by the Securities Act of 1933, particularly 
Sect ions 7 and 19 (a) thereof, and the Secur- 
ities Exchange Act of 1934, particularly Sec 
tions 12, 13, 15 (d), and 23 (a) thereof, and. 
deeming such action necessary and appropri- 
ate in the public interest and for the protec- 
tion of investors and necessary for the execu- 
tion of the functions vested in it by said Acts. 
her eby amends Caption 16 of Rule 5-03 of 
Re eulation S-X to add the following new 
sub-paragraph (d) 


“(d) Disclosure of War costs, losses, ex- 
penses and income. 

(1) [tems excluded from the profit and 
loss or income statement: It any substantial 
amounts of costs, losses, expenses or income 
attributable to conditions arising out of the 
war or its termination have been excluded 
irom the profit and loss or income statement 
and charged or credited directly to surplus 
or reserve actounts on the ground that sucl 
items are not considered applicable to opera- 
tions during the period of report, show the 
net aggregate amount of all such excluded 
items under an appropriate separate caption 
set forth following caption 16 but neither 
added to, nor deducted from, caption 16. The 
following information as to such excluded 
items shall be given, preferably in tabular 
form, either under this caption or by means 

a footnote or schedule referred to under 
this caption: 

(i) The nature and amount of each 
major category of the excluded items. 

(11) The account or accounts to which 
such items were charged or credited and 
the amounts involved. 


(2) Items included within the profit and 
loss or income statement: If the profit and 
loss or income statement for the period of 

rt includes substantial amounts of costs, 


i 
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losses, expenses or income (including trans- 
ers from war reserves) which in the regis- 
trant’s opinion are attributable to conditions 
arising out of the war or its termination but 
are not applicable to production and sale ot 
goods or services during the period of report, 
the amounts so included shall, if practicable, 
be segregated under appropriate captions. If 
egregation is not practicable, a brief state- 
ment of the circumstances shall be made as a 
part of the statement required by paragraph 
3), together with an estimate of the amounts 
involved. 

(3) Statement of policy: A concise state- 
ment shall be made in a footnote of the prin- 
ciple followed in determining that items of 
costs, losses, expenses or income were at- 
tributable to conditions arising out of the 
war or its termination and were not applicable 
to the production and sale of goods and ser- 
vices during the period of report.” 
ffective: March 31, 1946 


FEDERAL HOME LOAN 
BANK BOARD 


165 Broadway, New York, N. Y. 
December 12, 1945 


To ALL INSURED SAVINGS AND 
LOAN ASSOCIATIONS: 


At the coming year-end many of our 
members will be arranging for their 
annual audits and will want to know 
the requirements of the Federal Home 
Loan Bank Administration. 

A copy of the Administration speci- 
fications is attached. 

May we emphasize that an andit 
report cannot be accepted by the exam- 
iners unless it discloses full compliance 
with the specifications. Heretofore, as 
vou know, examiners have made partial 
audits to cover any deficiencies in an 
independent audit. From now 
unless the audit report indicates full 
compliance with the requirements, we 
are told the examiner must make a 
complete audit in connection with the 
succeeding examination. 

This policy also applies to verifica- 
tion of accounts. Some audits are made 
by independent auditors and the exaimn- 
iners conduct the required verification 
with the next following examination. 
Unless the required verification is made 


on, 
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as of the date of the audit, the exam- 
iners must now make a complete audit 
and verify the required number of 
accounts. 

May we urge, therefore, that these 
specifications be taken up with your 
auditor to assure that his report will 
disclose full compliance with the mini- 
imum requirements. 


With best regards. 


NuGENT FALLON 
Supervisory Agent 


Minimum Audit Requirements For 
Institutions Insured by the. Fed- 
eral Savings and Loan Insurance 
Corporation 


1. The audit shall be made by a quali- 
fied accountant who is not a direc- 
tor, officer or employee of the 
insured institution audited, or by a 
firm of accountants no member of 
which is a director, officer or em- 
ployee of such institution, provided 
that such accountant or firm 1s 
approved by the Chief Examiner oi 
the Federal Home Loan Bank Ad- 
ministration. 

2. The scope of audit shall include : 
(a) Verification of assets, 

(b) Determination of the extent of 

the liabilities, 
Verification of income and 
other receipts, ascertaining 
that receipts are properly re- 
corded and deposited, 
Verification that expenses and 
disbursements are proper. 
(e) Satisfactory verification of in- 
vestors’ accounts by direct cor- 
respondence (at least 10° in 
number, the total of which 
shall be not less than 10% oi 
the aggregate dollar amount of 
all investors’ accounts), 
ceptions, if any, being 
ported, 

Satisfactory verification of bor- 

rowers’ accounts by direct 

correspondence (at least 10% 

in number, the total of which 
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shall be not less than 10% of 
the aggregate dollar amount of 
all borrowers’ accounts), ex- 
ceptions, if any, being re- 
ported, 


Verification of compliance with 
reserve requirements under 
Section 301.12 of the Rules and 
Regulations for Insurance of 
Accounts, and, if a Federal 
savings and loan association, 
with the requirements of such 
association’s Charter, 


) Analysis of the system of in- 


ternal check and control, with 
appropriate comments regard- 
ing its adequacy or inadequacy ; 
also an analysis of the account- 
ing system with appropriate 
comments as to any material 
exception to or deviation from 
sound accounting practice. 


? 
oO. 


The audit shall contain a certificate 
by the accountant that in his opinion 
the statements contained in the re- 
port are correct. 


Subsequent correspondence with Mr. 


Fallon as to the meaning of the term 


“qualified accountant” resulted in the 
following definition : 


“A qualified accountant, men- 
tioned in paragraph 1, is an account- 
ant or accounting firm of established 
reputation and standing in the pro- 
iession capable of conducting inde- 
pendent audits in accordance with 
accepted auditing standards. 

“The decision as to an accountant’s 
capability rests with the District Ex- 
aminer of the Federal Home Loan 
Bank Administration who in this 
Bank District is, Mr. H. C. Wagner, 
Room 1500, 165 Broadway, New 
York City.” 


217 





GIVE—So Vhat Others Way Live! 


HELP CONQUER CANCER 


FACT + During World War II. 
cancer killed more than twice 
as many Americans as did the 


combined Axis powers. 


FACT + Medical costs of eancer 
deaths in the United States 
was conservatively estimate: at 


$220.000.000 a vear. 


YOU CAN DO SOMETHING 
TO CHANGE THESE FACTS 





GIVE 
TO FIGHT OUR NO. 1 ENEMY 


Send Your Contributions to 
THE AMERICAN CANCER SOCIETY 
350 Fifth Avenue. New York. N. Y. 
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